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EXECUTIVE  SUMMARY 


Independent  research  and  development  (Ifyfa))  is  contractor 
Initiated  and  conducted  research  and  development  effort  not 
sponsored  by  a contract  or  grant.  The  DOD  recognizes  Ityjfc 
as  a normal  cost  of  business  and  accepts  its  reasonable  and 
allocable  share  of  these  costs.  ^ The  major  defense  contrac- 
tors incurred  over  $1  billion  in  IR&D  costs  in  1974  and  ^ 
recovered  over  $450  million  of  these  ebsts  from  the  DOD.  v^The 
allowability  of  IR&D  costs  and  DOD  policy  and  administration 
of  this  area  have  been  and  are  controversial.  ' 

The  purpose  of~this  report  id  presentyjan  overview  of 
DOD  Il^to  policy  and  administration.  The  evolution,  current 

status,. and  major  areas  of  existing  controversy  are  high- 

(cv>'i ‘,i'  ^ 'l|1 ' 

lighted.^  lR&D  can  be  traced  back  to  1040  and  has  been  ah 
allowable  cost  in  one  form  or  another  on  negotiated  DOD  con- 
tracts since  that  time.  The  early  DOD  IR&D  policy  appears  to 
have  evolved  rather  naturally  along  with  the  other  cost 
principles  through  about  1959.  However,  the  IR&D  cost  prin- 
ciples which  were  issued  in  1959  were  immediately  controversial. 
While  the  19$9  cost  principles  remained  in  effect  for  ovet  a 
decade,  there  was  continuous  effort  to  devise  better  cost 
principles  throughout  the  1960s.  Initially,  the  effort 
received  little  attention.  Howevez , in  the  mid-1950s  the 
Array  Audit  Agency  and,  then,  the  0A0  questioned  some  aspects 
of  DOD  policy  and  administration  of  IR&D.  Finally,  in  the 
late  1960s,  Congress  became  directly  involved,  and  ultimately, 


imposed  guidelines  for  DOD  IR&D  policy. 

The  current  DOD  policy  and  administration  is  a direct  out- 
come of  the  extensive  activities  of  the  1960s  and  is  summarized 
in  this  report.  While  a period  of  calm  might  be  expected  after 
the  activities  of  the  1960s , such  has  not  developed,  IR&D  is 
more  controversial  now  than  ever  before.  Senator  Proxmlre  is 
suggesting  additional  legislative  restrictions  on  IR&D. 

Further,  the  GAO,  the  Defense  Science  Board,  the  Commission  on 
Government  Procurement,  Admiral  Kickover,  Dr.  Currie,  and  many 
others  have  expressed  their  views  on  IR&D,  The  major  areas 
of  current  controversy  are  Identified  and  briefly  discussed 
in  the  report  and  the  positions  of  the  major  participants  in 
the  IR&D  dialogue  identified. 

In  summary,  the^current  DOD  policy  appears  to  be  a 

*£ 

reasonable  balance  of  the  needs  for  good  stewardship  of  the 
taxpayer's  funds  and  the  needs  for  a strong  technological 
base.  Major  shifts  in  policy,  whether  to  the  more  liberal 
extremes  advocated  by  the  industry  or  the  more  restrictive 
extremes  advocated  by  Senator  Proxmire  and  Admiral  Kickover, 
would  probably  be  detrimental  to  the  best  interests  of  the 
Department  of  Defense. 
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SECTION  I 


INTfiODUCTION 

Independent  research  and  development  (IR&D)  is  con- 
trabtor  initiated  and  directed  research  and  development 
effort  not  sponsored  by  or  required  in  performance  of  a con- 
tract or  grant.  It  includes  the  full  spectrum  of  R&D  effort 
from  basic  research  to  development  and  encompasses  system 
and  concept  formulation  studies. 

Essentially  all  contractors  do  IR&D  whether  or  not  they 
do  business  with  the  DOD.  When  you  buy  a car,  toaster, 
washer,  soap,  and  so  forth,  a part  of  the  price  is  used  by 
the  company  to  support  its  IR&D  program.  Thus,  IR&D  is  an 
integral  element  of  the  commercial  market  place.  The  same 
practice  is  followed  for  competatively-£riced  DOD  fixod- 
priee  contracts.  In  this  case  price  competition  is  thought 
to  insure  the  reasonableness  of  the  elements  of  cost,  such 
as  IR&D.  However,  for  negotiated  contracts  and,  especially, 
cost  reimbursable  contracts,  there  is  a basic  dilemma 
involving  the  DOD's  need  to  . . stimulate  innovation  in 
an  unconstrained  fashion  and  obtain  a reasonable  assurance 
that  tax  dollars  thus  spent  result  in  effort  of  broad 
national  value  as  opposed  to  undue  enrichment."  (Ref.  1, 
p.  40)  This,  then,  is  the  essence  of  the  continuing  debate 
on  the  DOD  IR&D  policy  and  administration.  The  debate  is 
far  from  academic  since  substantial  resources  are  involved, 


The  major  defense  contractors  spent  $1,148  million  for 
IR&D  in  1974.  Of  this  amount  about  $457  million  was  recovered 
from  the  DOD.  The  rest  of  these  costs  were  recovered  mainly 
from  commercial  customers  and  a small  amount  from  other 


Government  agencies.  Hence,  this  is  an  area  of  substantial 
DOD  Investment. 

The  DOD  currently  recognizes  IR&D  as  a normal  cost  of 

doing  business.  Through  this  support  the  DOD  seeks  to: 

"1.  Assure  the  creation  of  an  environment  which 
encourages  development  of  innovative  concepts  for 
Defense  systems  and  equipment  which  complement  and 
broaden  the  spectrum  of  concepts  developed  internally 
to  DOD. 

2.  Develop  technical  competence  in  two  or  more  con- 
tractors who  can  then  respond  competitively  to  any  one 
requirement  DOD  seeks  from  Industry. 

3.  Contribute  as  appropriate  to  the  economic  stability 
of  its  contractors  by  allowing  each  contractor  the 
technical  latitude  to  develop  a broad  base  of  tech- 
nical products."  (Ref.  2,  p.  2) 

Reasonable  and  allocable  amounts  of  contractor  incurred  IR&D 

costs  are  thus  accepted  as  indirect  costs  on  DOD  negotiated 

contracts.  . 

Independent  research  and  development  is  important  to 
the  DOD  program  manager  for  several  reasons.  First,  IR&D 
contributes  significantly  to  maintaining  a viable  technology 
base  in  the  defense  industry  which  the  DOD  is  dependent  upon 
for  system  development  and  production.  Second,  IR&D  is  a 
vital  element  in  the  process  of  translating  military  needs 
into  technology  and  system  needs  during  the  conceptual 


phase  of  the  system  acquisition  process.  Third,  IR&D  often 


provides  alternate  technical  solutions  to  problems  encoun- 
tered during  later  phases  of  a system  development.  Finally, 
IR&D  consumes  on  the  average  about  two  percent  of  every 
RDT&E  and  procurement  dollar  spent  by  the  program  office. 
Thus,  while  the  greatest  IR&D  contribution  occurs  early  in 
the  acquisition  process,  it  is  an  area  which  should  be 
recognized  by  the  program  manager  as  a potential  source  of 
valuable  technical  information  and  a consumer  of  program 
resources . 

The  purpose  of  this  report  is  to  present  an  overview 
of  the  DOD  policy  for  and  administration  of  contractor  IR&D. 
To  understand  the  current  DOD  policy  and  administration 
requires  an  appreciation  of  the  evolution  of  DOD  policy  in 
this  area,  IR&D  costs,  by  whatever  name  they  happened  to 
be  called,  have  been  allowable  in  some  form  since  1940. 

The  changes  in  policy  were  relatively  evolutionary  during 
the  early  years.  However,  there  was  an  extensive  dialogue 
on  IR&D  policy  during  the  1960s  which  ultimately  led  to 
Congressional  involvement  and  legislative  action.  The 
current  DOD  policy  and  practice  are  a direct  product  of  the 
dialogue  of  the  1960s  and  the  legislative  restrictions 
imposed  by  Congress  in  1970.  Notwithstanding  the  extensive 
discussion  of  IR&D  policy  in  the  1960s,  IR&D  is  more  con- 
troversial now  than  ever  before.  The  various  phases  of  DOD 
policy  on  IR&D  are  directly  related  to  the  IR&D  cost 
principles  in  use  during  the  period.  A brief  summary  of  the 
evolution  of  the  IR&D  cost  principles  is  presented  in  the 
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following  paragraphs. 

1.1.  Treasury  Decision  5000  (1940) 

Independent  research  and  development  (IR&D)  costs  have 
been  recognized  in  some  form  since  Treasury  Decision  (TD) 
5000  appeared  in  August  1940.  TD  5000  was  published  as  a 
consequence  of  the  Vinson-Trammel  Act  and  included  cost 
principles  for  use  in  determining  excess  profits.  These 
cost  principles  were  used  by  the  DOD  as  a guideline  for 
determining  the  allowability  of  cost  in  some  cost  reimburse- 
ment contracts.  These  principles  included  language  recog- 
nizing contractors'  indirect  engineering  expense  as  an 
allowable  cost.  (Ref.  3 and  Ref.  4,  p.  1) 

1.2.  Green  Book  (1942) 

In  April  1942  a new  set  of  cost  principles  was  pub- 
lished in  a small  green  booklet  titled  "Explanation  ol 
Principles  for  Determination  of  Costs  Under  Government 
Contracts."  (Ref.  5)  The  principles  had  been  prepared 
under  Navy  cognizance  and  generally  followed  TD  5000  in  its 
treatment  of  allowed  costs.  These  cost  principles  gradually 
replaced  TD  5000  for  most  cost-type  contracts  that  were 
written  after  April  1942. 

included  in  the  Green  Book  under  the  heading  of 
" Eng 1 nee ring  and  Development"  was  the  following  statement: 

"32.  Distinction  has  previously  been  made  between 
engineering  services  related  immediately  to  manufactur- 
ing operations  (shop  engineering  expense)  and  research, 
experimental  and  development  costs  not  related  to 
current  Manufacture  but  devoted  to  future  improvement 
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in  and  application  of  products.  The  cost  of  the  latter 
research  and  experimental  development  work  may  be 
absorbed  in  manufacturing,  cost  on  a regular  basis  by 
means  of  absorption  rates > on  the  principle  that  these 
activities  are  usually  maintained  under  a consistent 
program  independently  and  apart  from  current  manufac- 
turing operations , and  that  their  benefit  relates  to 
products  on  a uniform  scale  over  a period  of  years 
more  properly  than  according  to  actual  expenditures 
in  any  given  year.  Wh$n  these  costs  are  deferred  or 
capitalized  in  conformity  with  a consistent  plan, 
reasonable  allocation  may  be  treated  as  a cost  of 
performing  a contract. 

"33.  Alternatively , when  it  is  the  policy  to  charge 
off  actual  research,  experimental  and  development 
expenses  currently  in  each  year  rather  than  to  use 
stabilized  absorption  rates,  a reasonable  portion 
thereof  may  be  allocated  to  the  cost  of  performing 
the  contract."  (Ref.  5) 

As  the  language  indicates  IR&D  could  be  charged  at  a rate 
which  would  understate  the  costs  in  some  years  and  overstate 
it  in  other  years.  On  the  other  hand,  IRfcD  could  be  charged 
off  as  a current  year  expense.  However,  both  methods  could 
not  be  used  simultaneously.  These  cost  principles  governed 
the  recovery  of  costs  for  IR&D  until  the  Armed  Services  Pro- 
curement Regulation  was  issued  in  1949.  (Ref.  4,  pp,  1-3 
and  Ref.  6,  pp,  10-11) 

1.3.  Armed  Service  Procurement  Regulation.  (1949) 

The  Green  Book  was  superseded  by  the  initial  publica- 
tion of  Section  XV  of  the  ASPR  in  March  1949.  Section  XV 
provided  standards  for  the  determination  and  allowance  of 
costs  in  connection  with  the  performance  of  cost- 
reimbursement  typo  contracts.  It  included  examples  of 
allowable  and  unallowable  costs  which  impacted  IR&D-type 
work: 


5 


"15-204.  Examples  of  Items  of  Allowable  Costs 

(s)  Research  and  development  specifically 
applicable  to  the  supplies  or  services  covered 
by  the  contract. 

15-205.  Examples  of  Items  of  Unallowable  Costs 

(j)  General  research,  unless  specifically 
provided  for  elsewhere  in  the  contract. 

15-502.  Examples  of  Subjects  Requiring  Special 

Considerations 

(m)  Research  programs  of  a general  nature." 

(Ref.  7) 

In  applying  these  cost  principles  several  problems 
developed.  First,  difficulties  were  encountered  in  determ*' 
ining  whether  R&D  costs  were  specifically  applicable  to  the 
supplies  or  services  covered  by  the  contract.  Some  con- 
tracting officers  took  a narrow  view  of  these  provisions 
and  believed  the  work  had  to  be  required  by  the  contract  to 
be  allowable.  Others  held  a broader  view.  Second,  some 
contracting  officers  interpreted  the  phrase  "general  research" 
as  including  both  independent  research  and  independent 
development  and  only  allowed  IR&D  costs  when  provided  for  in 
a contract  clause.  (Ref.  4,  pp.  3-5;  Ref.  6,  p.  11) 

Those  difficulties  gave  rise  to  a practice  on  the  part 
of  some  contractors,  who  expected  to  be  awarded  numerous 
contracts,  of  negotiating  separate  agreements  covering  XRfeD 
costs  for  periods  of  up  to  three  years,  Contracts  negotiated 
subsequently  incorporated  these  agreements  as  a contract 
clause.  This  procedure  precluded  repeated  negotiations  of 
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this  element  of  cost.  In  return  for  this  consideration,  the 
contractors  agreed  to  provide  technical  information  for 
review  by  the  Government.  This  practice  was  a precursor  to 
the  advance  agreements  of  later  years.  (Ref.  4,  p.  5) 
beginning  in  the  mid-1950s  there  was  considerable 
pressilre  on  the  DOD  to  develop  a new  set  of  cost  principles 
which  would  give  both  more  precise  policy  guidance  and  would 
be  applicable  to  all  types  of  contracting  or  contract  settle- 
ment types.  The  final  product  required  several  years  to 
develop  but  in  November  1059  a complete  revision  of  Section 
XV  was  published.  (Ref.  8) 

1.4.  Revised  Section  XV,  ASPR  (1959) 

This  a ovislon  of  the  IRIsD  cost  principles  was  prepared 
during  the  aftermath  of  Sputnik  when  there  was  a general 
feeling  that  R&t)  should  be  encouraged.  Thus,  the  new  cost 
principles  recognized  both  independent  research  (IR)  and 
independent  development  (ID)  as  allowable  to  the  extent 
that  they  were  reasonable  and  allocable.  IR  was  to  be 
allocated  to  all  work  of  the  contractor  whereas  ID  was  to  be 
allocated  to  the  product  line  to  which  it  applied.  Con- 
tractors were  encouraged  to  include  indirect  and  adminis- 
trative costs  in  their  IR&D  pool,  however,  they  were  not 
required  to  do  so.  Advance  agreements  were  encouraged,  but 
not  required,  and  three  approaches  to  determining  the 
reasonableness  of  IR&D  costs  were  suggested: 
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"(i)  Review  of  the  contractor's  proposed  independent 
research  and  development  program  and  agreement  to 
accept  the  allocable  costs  of  specific  projects; 

(id)  agreement  on  a maximum  dollar  limitation  of 
costs,  an  allocable  portion  of  which  will  be 
accepted  by  the  Government; 

(iii)  an  agreement  to  accept  the  allocable  share  of 
a percentage  of  the  contractor's  planned  research 
and  development  program."  (Ref.  0,  para.  205. 35h) 

The  last  item  came  to  be  known  as  cost  sharing  from  the 

first  dollar.  These  cost  principles  are  included  as 

Appendix  A. 

Since  IR&D  was  one  of  the  more  difficult  problem  areas 
reflected  in  the  cost  principles,  DOD  Instruction  4105.52, 
"Uniform  Negotiation  for  Reimbursement  of  Independent 
Research  and  Development  Cost,"  was  issued  on  28  June  1960. 
It  provided  a method  for  negotiation  of  a single  agreement 
covering  the  allowance  of  IR&D  costs  for  contractors  per- 
forming work  for  more  than  one  Service.  Furtuer  the 
Instruction  established  an  Armed  Services  Research  Special- 
ist Committee  (ASRSC)  to  review,  at  the  request  of  the 
negotiators,  the  IR&D  programs  of  selected  contractors  for 
the  purpose  of  (1)  determining  whether  adequate  separation 
had  been  made  cf  research  and  development  and  (2)  to  deter- 
mine whether  the  programs  were  reasonable  in  scope  and  well 
managed.  The  Instruction  also  provided  for  the  assignment 
of  negotiation  responsibility  to  a single  military  depart- 
ment. (Refs.  8 and  10) 
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TJie  M 44  it  pry  Departments  established  a list  of  cop- 
tractpfe  fjjiose  JRfyP  cogjte  exceeded  $i  million  apd  W|Jp«|e 
business  was  of  $ofe  with  the  DOD.  Most  of  the  contrac- 
tors were  pssigned  to  the  Navy  and  Air  Force  for  negotiation 
of  advanced  agreements.  The  assignments  were  based  primarffy 
upon  which  Service  had  the  predominant  amoqnt  of  woph  in  the 
pliant.  In  tfip  early  going  two  contractors  pasigped  to  the 
Air  Force  refused  to  negotiate  agreements  unless  they  wprp 
granted  fqll  recovery  #nd  not  forced  to  share  costs.  Tpis 
impasse  was  broken  when  the  Direp tor  of  Procurement  Policy 
At  Headquarters,  Air  Material  Command*  advised  each  pompafty 
that  until  Ah  acceptable  advance  Agreement  was  negotiated  no 
IRjbD  costa  could  be  recovered  from  th.e  Afp  force . At  this 
point  the  contractors  accepted  tbp  Air  Force  proposal  at}d 
other  contractors  followed  suit.  (Ref.  4f»  P*  J-P) 

As  the  advance  agreements  evolved,  DPP  negotiators 
tended  to  require  cost  sharing  from  the  first  dollar. 
Originally  they  worked  on  a basis  of  50/50  sharing  with  a 
contractor  who  was  100%  DOD.  However,  it  aoon  became  clear 
that  this  was  too  much  of  a burden  for  the  contractors  to 
bear  and  75/25  ratios  became  the  norm.  Contractors  with 
leds  than  100%  D00  business  generally  obtained  better  share 
ratios,  however,  few  were  granted  100/0  ratios.  In  addition 
to  sharing  from  the  first  dollar,  pop  negotiators  also 
insisted  upon  establishing  a maximum  dollar  ceiling  above 
which  the  DOD  would  not  recognize  any  costs  for  reimburse- 
ments. (Ref.  4,  p.  10) 
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The  National  Aeronautics  and  Space  Administration  (NASA) 
voluntarily  joined  the  DODTri -Service  IR&D  negotiation 
process  in  the  1963  time  period.  NASA  has  continued  to  par- 
ticipate in  this  process  to  this  time  with  no  serious 
problems.  (Ref.  4,  p,  10) 

During  the  early  1660s,  the  Bureau  of  the  Budget 
engaged  in  a project  to  standardize  the  co:  t principles  of 


all  Government  agencies.  A problem  developed  in  the  differ- 
ing IR&D  philosophies  of  the  Atomic  Energy  Commission  (AEC) * 
and  the  DOD.  The  AEC  objected  to  the  allowance  of  costs  for 
any  IR*1*!1  project  not  related  directly  or  indirectly  to  its 
contract  'fork.  The  DOD  considered  the  AEC  position  too 
restrictive  and  thought  it  would  result  in  IR&D  becoming  a 


Government  directed  program.  The  philosophical  difference 
between  the  DOD  and  AEC  and  internal  DOD  concerns  regarding 
the  appropriateness  of  the  1959  ASPR  cost  principles,  pre- 
cluded adoption  of  a government-wide  IR&D  policy  in  the 
early  1960s.  (Refs.  11;  12;  and  4,  p,  19) 

The  1959  IR&D  cost,  principles  were  controversial  from 
their  initial  release.  However,  they  were  in  force  for  over 
a decade.  The  extensive  discussion  of  the  problems  with  the 
principles,  alternate  principles,  and  general  IR&D  policy 

♦The  AEC  was  recently  reorganised  out  of  existence;  the  R&D 
portions  of  AEC  were  incorporated  into  the  Energy  Research 
nnd  Development  Administration.  However,  where  reference  is 
made  to  events  which  occurred  while  AEC  was  in  existence, 

AEC  will  be  cited.  Where  the  new  organization  is  involved 
it  will  be  cited. 
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which  took  place  during  the  1980a  is  summarised  in  Section 
II.  The  efforts  of  the  1960s  culminated  in  new  cost  Jprinci 
pies  which  were  implemented  in  January  1971  and  are  still 
in  effect  today.  The  current  policy  arid  practices  are  dis- 
cussed in  some  detail  .in  Section  III.  DOD  policy  in  the 
IRfeD  area  is  more  controversial  now  than  ever  before.  The 
major  areas  of  controversy  are  identified  and  discussed  in 


Section  IV. 


SECTION  II 


***"**" 


SEARCH  FOR  A NEW  POLICY 

Tho  ink  was  hardly  dry  on  tho  1959  cost  principles 
when  problems  began  to  surface  in  its  implementation  and 
interpretation.  The  first  ASPR  case  was  opened  in  September 
1960  to  consider  the  need  to  clarify  the  allocability 
language.  Two  more  cases  were  opened  within  the  next  year. 
However,  before  the  ASPR  Committee  could  complete  action  on 
these  cases  the  problems  were  elevated  to  higher  levels 
within  OSD.  High  level  ad  hoc  groups  worked  the  IR&D 
problem  for  the  next  eight  years,  • Early  activity  was  chaired 
by  ODDRfeE  but  in  the  later  years  it  was  headed-up  by  OASD 
(IL) , None  of  the  proposed  cost  principles  were  implemented 
because  Congress  ultimately  became  involved  in  1969-1970 
and  the  next  set  of  cost  principles  implemented  was  respon- 
sive to  legislation  imposed  in  the  Fiscal  Year  (FY)  1971 
Military  Procurement  Authorization  Act. 

A wide  variety  of  alternative  cost  principles  were  con- 
sidered during  tho  1960s.  Many  of  the  ideas  rejected  then 
are  once  again  surfacing  in  the  current  dialogue  on  IR&D. 
Consequently,  the  highlights  of  the  1960  considerations  will 
be  summarized  in  the  following  paragraphs. 

2.1.  Identification  of  Problems  (1962-1963) 

A small  working  group  chained  by  Dr.  L.  M.  Hartman, 
ODDR&E,  and.  including  representatives  from  OASD(IL)  and 
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OASD(C)  was*  established  in  September  1962  to  review  the  IRfeD 
situation  and  recommend  a solution.  The  group  submitted  its 
findings  and  recommendations  in  November  1962.  (Rol.  13,  a 
later  summary  is  Ref.  14)  The  group  identified  five  problem 
areas  as  follows : 

1.  Cost  Sharing: 

- Government  negotiators  were  requiring  both 
cost  sharing  and  a ceiling  limitation;  a 
double  limitation. 

- Cost  sharing  was  being  required' without  a 
finding  of  unreasonableness. 

■b 

2.  Allowability  by  Specific  Projects: 

- Project-by-project  control  placed  too  great 

a restriction  on  scientific  freedom  of  choice. 


3.  Negotiation  Procedure: 

- The  DOD  negotiation  team  did  not  include  a 
technical  representative  and  there  was  no 
formal  feedback  to  the  contractor  of  the 
technical  evaluation  results. 

- The  Air  Force  and  Navy  were  believed  to  be 
grossly  understaffed  for  effective  administra- 
tion of  IR&D  negotiations. 

- The  Army  had  a decentralized  negotiation 
procedure  which  caused  communications  and 
control  problems. 

4.  Technical  Evaluations: 

- Undue  emphasis  was  being  placed  on  contractors  * 
technical  plans  as  the  primary  communication 
device . 

- The  Armed  Services  Research  Specialist  Committee 
was  not  effective  as  a committee. 

- Only  Navy  evaluators  had  made  on-site  reviews 
at  contractors'  plants. 
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Evaluation  reports  were  tardy  (3-8  months 
after  receipt  of  technical  plans) , uninforma- 
tive, and  frequently  devoted  to  trivia.  The 
feeling  existed  that  reports  were  not  being 
used  in  establishing  negotiation  objectives 
and  some  of  the  evaluation  shortcomings  was 
due  to  this. 

- Benefit  of  technical  evaluation  process  was 
that  contractors  have  to  be  explicitly  con- 
cerned about  their  technical  planning  and  this 
had  resulted  in  improved  technical  management 
of  certain  corporations. 

- Technical  evaluators  had  been  spending  too 
much  time  trying  to  draw  a line  through  the 
gray  area  between  IR  and  ID. 

- IR&D  negotiations  were  being  completed  8-10 
months  after  the  beginning  of  the  contractor's 
fiscal  year  largely  as  result  of  lateness  in 
obtaining  technical  plans  and  completing 
technical  evaluations. 

5.  Allocation: 

- Allocation  of  costs  (IR  vs  ID)  was  mainly  a 
function  of  the  skill  of  the  technical  writer. 

- IR&D-type  work  had  been  found  in  many  accounts 
called  something  other  than  IR&D  and  not 
subject  to  the  controls  applied  to  IR&D  (here- 
after referred  to  as  the  cost  classification 
problem) . 

- The  rigid  procedure  of  the  ASPR  XV-205.35 
allocation  procedure  frequently  did  not  fit 
the  circumstance,  especially  for  decentralized 
corporations.  (Ref.  13,  pp.  1-5) 

These  were  the  underlying  problems  which  to  a greater  or 

lesser  extent  were  attacked  by  all  subsequent  efforts  to 

devise  new  cost  principles,  The  emphasis  on  the  technical 

evaluation  process  appears  to  have  been  due  to  Dr.  Hartman's 

presence  in  the  group.  When  he  ceased  to  be  involved, 

emphasis  shifted  away  from  this  area. 
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The  group  concluded  that  the  1959  IR&D  cost  principles 
could  not  be  fixed  and  that  a completely  new  policy  should 
be  developed.  To  aid  in  developing  a new  policy  the  group 
identified  nine  objectives  to  be  considered  in  its  develop- 
ment: 

1.  Epcourage  a balanced  program  of  industrial  research 
and  development,  in  support  of  both  long-range  and  short- 
range  national  security. 

2.  Contribute  to  the  establishment  and  adoption  of 
standards  of  good  management  of  industrial  research 
and  development. 
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3.  Promote  the  independence  and  the  free  enterprise 
character  of  American  industry. 


i 4.  Encourage  quality  programs  in  industrial  research 

( and  development. 

I 

j 5.  Provide  for  the  allowance  of  the  reasonable  and 

| allocable  "costs  of  doing  business"  of  Government 

I contractors. 

! 

; 6.  Achieve  equity  among  contractors  in  handling 

! cost  allowance . 
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7.  Minimize  administrative  complexities  and  incon- 
sistencies . 

8.  Adhere  to  the  extent  possible  to  the  traditions 
of  commercial  practice. 

9.  Cooperate  with  other  Government  agencies  with  a 
view  to  the  adoption  of  uniform  cost  principles. 

(Ref.  13,  pp.  6-8) 

This  is  a rather  complete  listing  of  goals  which  most  people 
who  have  considered  the  IR&D  problem  have  addressed  with 
varying  degrees  of  emphasis  on  particular  items.  As  we 
will  see,  there  are  a wide  variety  of  alternatives  which 
meet  the  above  objectives  to  one  degree  or  another. 
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Finally,  the  group  recommended  new  cost .principles 
which  encompassed  the  following  key  ideas; 

1.  Distinctions  between  types  of  technical  costs 
should  be  discontinued. 

IR&D  definition  should  be  broadened  to  include 
all  scientific  and  engineering  work  which  is 
not  sponsored  by  contract,  grant  or  other 
arrangement  except  manufacturing  and  production 
engineering, 

Bid  and  proposal  (B&P)  costs*  should  be  limited 
to  administrative  costs  only. 

- Full  overhead  and  general  and  administrative 
costs  should  be  included  in  IR&D, 

2.  Cost  sharing  from  the  first  dollar  and  control  by 
project-by-project  approval  should  be  eliminated; 
control  of  reimbursement  should  be  accomplished  by 
ceilings  only. 

3.  Allocation  of  costs  should  be  flexible  in  principle 
and  not  predetermined  by  definitions. 

- No  longer  a distinction  between  IR  and  ID  to 
use  as  basis  for  allocation. 

4.  An  evaluation  should  be  made  of  the  total  technical 
management  of  a contractor  in  order  to  determine 
reasonable  costs  and  allocation  prior  to  negotiations. 

- Review  should  be  done  on-site  at  the  contractor's 
facility  every  two  years. 

- Team  should  include  technical,  audit,  and 
procurement  personnel. 

- Evaluation  process  should  be  the  responsibility 
of  an  individual  in  ODDR&E. 

- Technical  personnel  should  participate  in 
negotiations.  (Ref.  13,  pp.  11-15) 


*Bid  and  proposal  costs  are  the  costs  of  preparing,  submitting 
and  supporting  a bid  or  proposal.  These  costs  are  also 
allowable  indirect  costs  per  ASPR  15-205.3. 


These  principles  were  reviewed  by  the  military  depart- 
ments, other  government  agencies,  and,  in  a slightly  broad- 
ened  form,  by  industry.  The  most  controversial  Issue  within  \ 
the  DOD  was  the  proposal  to  eliminate  cost  sharing.  However, 
the  factor  which  led  to  the  abandonment  of  the  proposal  was 
the  projected  high  cost  (manpower  and  funding)  of  accomplish- 
ing the  management  reviews.  Further,  there  was  a lack  of 
an  objective  criteria  for  evaluating  contractors ' programs 
and  difficulties  in  trying  to  insure  that  subjective  evalua- 
tions performed  by  one  group  were  comparable  to  those 
performed  by  other  groups  for  other  contractors,  (Ref.  4, 
p.  21;  15,  pp.  433-435) 

Up  to  this  time  there  had  been  few  Congressional  or 
other  inquiries.  The  only  major  inquiry  occurred  in  June 
1961  when  Senator  H.  Humphrey,  Chairman,  Subcommittee  on 
Reorganization  and  International  Organizations,  Senate  Com- 
mittee on  Government  Operations,  had  questioned  Mr,  G. 
Bannerman,  Deputy  Assistant  Secretary  of  Defense  (Procure- 
ment) regarding  IR&D.  After  the  hearings  Mr.  Bannerman 
wrote  a six-page  letter  to  Senator  Humphrey  providing  a 
history  of  the  allowability  of  IR&D  as  a cost  of  doing 
business,  the  present  policy,  the  administrative  structure 
for  negotiating  the  costs,  and  an  estimate  of  the  costs  to 
the  DOD  for  1960.  (Ref,  8)  As  the  time  goes  on  there  will 
be  a significant  increase  in  outside  review  of  IR&D, 


2.2.  DOD  IR&D  Steering  Group  Activities  (1964-1966) 


2,2.1,  Evolution  of  the  Cost  Principles 


In  lute  1963  leadership  in  the  effort  to  devise  now 


cost  principles  was  elevated  to  the  Assistant  Director  (AD) 
level  in  (&DR&E  (Mr.  James  Roach,  AD  (Engineering  Policy)). 


The  DOD  IR&D  Steering  Group  under  Lis  direction  undertook 


to  devise  a new  approach  to  the  cost  principles. 


In  late  1964  the  DOD  IR&D  Steering  Group  evolved  a 


two-phase  plan  of  attack  for  generating  the  revised  cost 


principles.  First;,  the  IR&D  cost  principles  were  to  be  modi- 


fied to  combine  IR&D  and  B&P  into  a single  category  of  cost 


called  Contractor  Independent  Technical  Effort  (CITE) 


eliminate  cost  sharing,  Improve  the  IR&D  definition  and 


state  a specific  policy  on  application  of  indirect  and 


administrative  costs  to  CITE  (referred  to  as  the  burdening 


of  CITE).  Second,  thresholds  and  criteria  for  determining 


reasonableness  were  to  be  devised  (including  consideration 


of  Contractor  Weighted  Average  Share  (CWAS)). 

Later,  the  two  phases  were  combined  and  cost  principles 


which  included  the  concept  of  using  industry  norms  in  the 


determination  of  reasonab)eness  was  circulated  to  industry 


for  comment.  The  industry  position  was  that  the  combination 


of  costs  into  CITE  was  inappropriate  since  it  would  cause 


changes  in  accounting  practices,  would  lump  together  costs 


that  were  often  not  related,  would  use  IR&D  to  describe 


costs  that  were  not  IR&D  and  would  obscure  visibility  in 
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the  raakup  of  these  various  expenses.  Also,  there  was 
opposition  to  the  use  of  industry  norms  in  determining  the 
reasonableness  of  IR&D  costs.  This  opposition  was  based  upon 
the  belief  that  IR&D  costs  were  more  reflective  of  the  needs 
of  an  individual  company  than  of  a particular  industry.  How- 
ever, industry  voiced  cautious  support  for  the  effort  to 
Include  CWAS  as  a criteria  for  reasonableness.  (Ref.  4, 
pp,  25-26) 

In  early  1966  the  Logistics  Management  Institute  under- 
took a review  of  the  proposed  cost  principles  which  encom- 
passed the  two  major  elements*. 

- combination  of  IR&D  and  B&P  into  a single  account,  and 

- use  of  a norm  or  average  approach  for  the  determina- 
tion of  reasonableness  rather  than  reviewing  and 
analyzing  the  contractors'  IR&D  efforts. 

The  LMI  study  criticized  both  suggestions  and  concluded  that 

the  proposed  CITE  plan  did  not  represent  an  improvement  in 

the  process  of  determining  the  reasonableness  of  IR&D  and 

B&P  costs.  'Ref . 16,  p.  ii) 

In  late  1966  OASD(I&L)  personnel  became  increasingly 
concerned  about  the  combination  of  all  technical  effort  into 
CITE.  On  7 October  1966  the  Assistant  Secretary  of  Defense 
for  Installations  and  Logistics  discussed  the  issue  with  the 
Secretary  of  Defense  who  stated  that  he  did  not  want  IR&D 
and  BkP  costs  lumped  into  a single  category.  Thus,  pursuit 
of  the  CITE  approach  ended.  (Bjef.  4,  p.  27) 
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Leadership  in  developing  the  new  cost  principles  now 
shifted  to  OASD(I&L)  and  the  so-called  Malloy  Committee  which 
will  be  discussed  in  Section  2.3.1.  However,  it  will 
useful  to  examine  sene  of  the  events  not  associated  with 
developing  the  new  cost  principles  which  took  place  during 
the  1964-1966  time  period.  These  outside  events  were  becom- 
ing more  important. 

2,2,2.  Related  Events 

During  1964  three  major  policy  letters  were  written  to 
senior  DOD  officials  which  summarized  the  DOD  position  on 
IR&D  cost  allowability,  patent  and  data  rights,  and  so  forth. 
In  February  1964  the  ASD(IL)  wrote  to  Senator  McClellan, 
Chairman,  Subcommittee  on  Patents,  Trade  Marks  and  Copy- 
rights, Committee  of  the  Judiciary,  He  provided  background 
on  the  cost  principles  and  allowability  of  IR&D  costs  and 
addressed  specific  questions  on  DOD's  policy  on  acquiring 
patent  and  data  rights  as  a consequence  of  reimbursing  a 
portion  of  a contractor's  IR&D  (the  DOD  does  not  acquire  such 
rights).  (Ref.  17)  In  November  1964  the  Deputy  Secretary 
of  Defense  responded  to  a GAO  letter  regarding  the  DOD 
policy  on  patent  and  data  rights,  (Ref.  18)  The  essence  of 
this  letter  was  later  sent  to  field  personnel  in  Defense 
Procurement  Circular  #22.  (Ref.  19)  During  the  same  month, 
the  Deputy  Diioctor,  Defense  Research  and  Engineering,  pro- 
vided the  Bureau  of  the  Budget  (BOB)  a detailed  position 
paper  on  the  DOD’s  rationale  for  supporting  IR&D,  DOD  policy 


on  patent  and  data  rights,  DOD  position  on  a relevancy 
requirement  for  IR&D,  and  DOD  policies  and  procedures  for 
determining  the  amount  of  reimbursement.  (Ref  20)  These 
letters  provide  a good  summary  of  the  DOD  philosophy  which 
has  existed  over  the  years. 

In  the  spring  of  1965  the  Array  Audit  Agency  published  a 
report  on  its  study  of  IR&D  and  other  related  technical 
effort.  (Ref.  21)  The  audit  covered  19  individual  defense 
contractors  and  produced  five  major  conclusions: 

1.  IR&D  efforts  were  being  intermingled  with  other 
independent  technical  efforts  such  as  bid  and  proposal, 
conceptual  studies,  contract  support,  etc.  (cost 
classification  problem) . 

2.  Some  contractors  applied  indirect  and  administra- 
tive costs  to  IR&D  while  others  did  not  (burdening 
problem) . 

3.  The  technical  rating  methods  used  by  the  three 
Services  were  not  consistent  and  there  was  little 
exchange  between  the  Services. 

4.  Advance  agreements  were  negotiated  before,  during, 
and  after  the  period  covered.  Some  contractors  that 
should  have  agreements  did  not  have  them.  There  were 
inconsistencies  in  cost-sharing  arrangements. 

5.  Contractors  were  free  to  change  IR&D  plans  during 
performance  and  there  had  been  significant  changes  in 
some  programs.  (Ref.  21,  pp.  2-4) 

This  was  the  first  formal  audit  to  document  many  of  the 
problems  which  had  motivated  the  efforts  to  •’mprove  the  IR&D 
cost  principles.  Further,  it  questioned  the  adequacy  of  DOD 
surveillance  and  control  of  IR&D. 

About  a year  later  the  Subcommittee  on  DOD  Appropria- 
tions of  the  Mouse  Committee  on  Appropriations  systematically 
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questioned  DOD  witnesses  on  the  benefits  of  IRfcD  to  the  DOD, 
They  slso  asked  whether  the  DOD  witnesses  felt  the  resources 
could  be  better  utilized  by  adding  them  to  the  Service  RDT&E 
accounts  and  making  IR&D  a disallowed  cost,  The  DOD  position 
was  that  IR&D  was  of  value  and  should  be  retained  as  an 
allowable  cost.  However,  with  one  exception,  the  witnesses 

■ ' t 

were  unable  to  state  specific  benefits,  (Ref.  22)  This 
probing  led  Dr,  Foster,  DDR&E,  to  establish  a Defense  Science 
Board  Task  Group  on  IR&D  which  will  be  discussed  in  more 
detail  in  Section  2.3.2. 

2.3.  OASD(IL)  Led  IR&D  Activities  (1967-1069) 

2.3.1.  Evolution  of  the  Cost  Principles 

Subsequent  to  the  Secretary  of  Defense  decision  to  drop 
the  CITE  concept,  OASD(IL)  took  the  lead  in  developing  new 
cost  principles  for  IR&D  and  B&P.  Essentially  the  same 
people  continued  working  on  the  cost  principles,  The  first 
product  of  the  OASD(IL)  effort  emerged  in  January  1967.  Key 
elements  were: 

1.  IR&D  costs  of  CWAS  approved  contractors  were  to 
be  accepted  as  reasonable  except  that  the  Secretary 

of  the  Military  Department  could  withdraw  the  approval 
in  special  cases. 

2.  IR&D  costs  for  non-CWAS  approved  contractors 
incurring  less  than  $1M  in  IR&D  costs  were  to  be 
subject  to  a formula  ceiling. 

3.  IRfcD  costs  for  non-CWAS  approved  contractors 
incurring  over  $1  million  of  IR&D  costs  were  to  be 
subject  to  the  negotiation  of  advance  agreements. 

Failure  to  negotiate  such  an  agreement  limited  the 
contractor  to  a $1  million  ceiling. 
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4.  Cost  sharing  from  the  first  dollar  was  eliminated. 

5.  Unsolicited  B&P  costs  (incurred  prior  to  receipt 
of  RFP)  were  to  be  handled  exactly  the  same  as  IR&D 
coats. 

8.  B&P  costs  Incurred  after  receipt  of  a request 
for  proposal  were  to  be  subject  to  the  general  ASPR 
rules  of  reasonableness. 

7.  If  a contractor  was  required  to  negotiate  an 
advance  agreement  for  either  IR&D  or  B&P,  he  was 
required  to  negotiate  an  agreement  for  both.  The 
agreement  was  to  have  a separate  ceiling  for  each 
but  either  could  be  increased  if  the  other  waB 
decreased  by  a like  amount.  (Ref.  4,  pp.  28-29) 

Principles  in  this  form  were  sent  to  industry  and  other 

agencies  in  January  1968.  Industry  comments  were  received 

in  April  and  June  1968  and  suggested  substantial  changes  to 

the  cost  principles.  (Refs.  23  and  24)  In  response  to  these 

comments  the  attempt  to  segregate  types  of  B&P  costs  waB 

abandoned  and  a procedure  for  determining  an  IR&D  celling 

when  negotiations  failed  was  provided. 

In  October  1968,  revised  cost  principles  were  presented 

< 

to  the  DOD  Industry  Advisory  Group  which  recommended  that 
negotiations  of  advance  agreements  be  abandoned  and  that  all 
contractors  be  subject  to  the  same  formula.  (Ref.  4,  p.  34) 
In  December  1969,  the  Deputy  Secretary  of  Defense  approved 
the  use  of  the  formula  for  all  contractors.  (Ref,  25)  The 
key  elements  of  the  new  cost  principles  were: 

1.  Both  IR&D  and  B&P  were  to  be  subject  to  a straight 
formula  for  determination  of  reasonableness, 

2,  There  was  to  be  interchangability  between  IR&D  and 
B&P  ceilings, 
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3.  An  appeals  procedure  was  to  be  provided  for 
special  cases  when  the  formula  provided  an 
unequitable  result, 

4.  All  B&P  costs,  solicited  and  unsolicited  were  to 
be  included  in  the  formula  computation, 

5.  All  IH&D  and  B&P  costs  were  to  be  burdened 
except  that  GbA  would  not  be  included,  and 

6.  Contractors  with  approved  CWAS  rating  would  not 
be  subject  to  the  formula.  (Refs. 26  and  27) 

These  cost  principles  were  formally  sent  to  industry, 
other  Government  agencies,  and  the  GAO  in  February  1969. 

The  next  month  they  were  published  as  advance  information  for 
DOD  personnel  in  Defense  Procurement  Circular  No.  68.  The 
industry  reacted  negatively  to  the  proposed  cost  principles 
taking  the  basic  position  that  IR&D  and  B&P  costs  should  be 
fully  reimbursed  with  no  limiting  factors  other  than  the 
general  rule  of  reasonableness.  (Ref.  28)  The  General 
Accounting  Office  also  took  a serious  interest  in  the  pro- 
posal and  after  pursuing  a number  of  questions  in  the  summer 
of  1969  (Ref,  29),  took  the  position  that  the  proposed 
principles  would  lead  to  increased  government  cost  without 
commensurate  benefits  and  decrease  government  awareness  of 
the  value  of  a program  it  was  substantially  funding 
(through  the  reduction  of  technical  evaluation  activity). 
(Ref.  30)  These  cost  principles  were  overtaken  by  Congres- 
sional activities  in  the  IR&D  area  and  never  implemented  as 
will  be  discussed  in  Section  2,4.  The  outside  events  which 
occurred  during  1967-69  will  be  summarized  in  the  next 


2,3.2.  Related  Events 

As  a result  of  the  Inquiries  by  the  House  Appropria- 
tions Subcommittee  in  the  spring  of  1966,  DDR&E  established 
a Defense  Science  Board  (DSB)  Task  Group  to  examine: 

- the  adequacy  of  communications  of  IR&D  efforts,  and 

- generate  examples  of  benefits  of  IR&D. 

The  Task  Group  was  mainly  composed  of  executives  from  the 
aerospace  industry.  Their  recommendations  were  that  (1) 
the  present  concept  of  allowing  IR&D  as  an  overhead  item 
be  continued  and  (2)  ODDR&E  issue  annually  a DOD  report 
containing  voluntary  submissions  by  companies  on  significant 
IR&D  projects.  (Ref.  6)  A Supplement  included  the  first 
group  of  examples  (Ref.  31)  and  similar  reports  were  published 
in  1968,  1969,  and  1970  (Refs.  32,  33,  34,  35,  and  36)  Thus, 
in  subsequent  years  DOD  witnesses  were  forearmed  with  examples 
of  benefits  of  IR&D.  (see,  for  example,  Ref.  37) 

The  Logistics  Management  Institute  completed  a Recon-' 
naissance  Study  of  IR&D  and  B&P  in  August  1967 . Their 
primary  recommendation  focused  on  improving  technical  evalua- 
tions to  achiove  consistency,  stimulate  Industry-Government 
coupling,  avoid  unnecessary  duplication,  and  establish 
closer  liaison  between  technical  evaluators  and  negotiators. 
(Ref.  38) 

It  was  during  this  time  period  that  the  GAO  became  more 
active  in  the  IR&D/B&P  area.  In  1967  they  issued  a report 
on  the  costs  of  bidding  and  related  technical  efforts 
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charged  to  Government  contracts  at  Lockheed  Missile  and 
Space  Company.  The  GAO  found  nuch  work  in  bidding  and 
related  efforts  which  they  felt  could  be  classified  as  IR&D. 


IR&D  was  covered  by  a ceiling  and,  hence,  subject  to  reduced 
recovery  whereas  bidding  and  similar  expenses  were  not 
covered  by  ceilings,  Thus,  a motive  could  be  asserted  for 
a contractor  to  shift  coBts  from  IR&D  to  other  areas.  The 
GAO  felt  the  DOD  regulations  were  ambiguous  and  since  moat 
disputes  are  decided  in  favor  of  contractors  in  this 

' I V 

situation,  the  GAO  vecommended  that  the  DOD  issue  improved  ^ 
cost  principles  at  the  earliest  possible  time.  The  GAO 
findings  collaborated  the  cost  classification  findings  of 
the  Army  Audit  Report  (Ref.  39) 

The  GAO  issued  a draft  report  on  a major  study  of 
Government -wide  IR&D  in  July  1968.  The  GAO  report  identified 
several  problem  areas,  such  as: 

- Lack  of  a Government -wide  IR&D  policy, 

- Need  for  a closer  relationship  of  Government 
R&D  efforts  and  IRfeD, 

- Delays  in  negotiating  advance  agreements, 

- Relationship  between  bid  and  proposal,  other 
technical  effort*,  and  IR&D  (cost  classification), 

- Extensive  use  of  cost  sharing  from  the  first 
dollar, 

- Allocation  of  other  overhead  costs  to  IR&D 
(burdening) , 

♦Other  Technical  Effort,  OTE,  was  a term  of  convenience 
applied  to  technical  effort  which  was  not  classified  as 
IR&D  but  appeared  to  be  I R&D- type  work. 
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- Differences  In  Military  Services  administration 
of  IR&D. 

- Relevancy  of  IR&D  to  Government  interests,  and 

- Rights  to  royalty-free  use  of  inventions  under 

IR&D. 

Further,  the  GAO  report  included  four  recommendations: 

1.  There  shodld  be  a Government-wide  IRfaD  policy. 

2.  There  should  be  a more  systematic  method  of 
disseminating  to  Government  personnel  the  informa- 
tion contained  in  the  IR&D  technical  plans. 

3.  There  should  be  uniform  DOD  procedures  for 
prenegot lotion  arrangements,  technical  plan  requirements, 
and  scope  and  nature  of  the  technical  evaluations. 

4.  The  Federal  Council  for  Science  and  Technology 
should  undertake  a study  as  to  whether  the  Govern- 
ment should  receive  royalty-free  license  rights  to 
inventions  arising  from  IR&D.  (Ref.  40,  pp.  88-89) 

The  DOD  opposed  one  recommendation  (No.  4),  favored  two 

(Nos.  2 and  3)  and  was  neutral  on  the  other  one  (No.  1). 

(Ref.  41)  Industry  provided  the  GAO  extensive  comments  on 

the  report  but  did  not  take  explicit  positions  on  the 

recommendations.  (Ref.  42) 

Thus, in  the  1967-69  time  period  the  Congress  and, 

especially,  the  GAO  were  becoming  more  Involved  in  the  IR&D 

area  and  the  DOD  was  reacting  to  their  stimuli.  Most  of 

these  stimuli  were  reasonably  indirect  and  did  not  challenge 

the  DOD  policy  in  this  area.  However,  in  1969  this  situation 

changed. 


>n* 

W' 

C- 


2.4.  Congressional  Intercession  (1969-1970) 

The  Congress  became  directly  involved  in  IR&D  policy 

matters  during  the  floor  debate  on  the  FY  1970  Military 

Procurement  Act.  This  involvement  lasted  for  about  15  months 

and  resulted  in  legislative  action  impacting  IR&D  in  the 

FY  1970  and  FY  1971  Military  Procurement  Authorization  Acts. 

2.4.1.  FY  1970  Military  Procurement  Authorization  Act 

In  August  1969  Senator  Proxmire  introduced  Amendment 

No.  123  in  the  FY  1970  Military  Procurement  Authorization 

Bill.  The  amendment  read  as  follows: 

"No  part  of  the  funds  authorized  by  this  Act  shall  be 
available  for  payment,  directly  or  indirectly,  to  any 
contractor  under  a negotiated  contract  for  any 
research  and  development  work,  bid  and  proposal  expense, 
or  other  technical  effort  unless  such  work,  expense,  or 
other  effort  is  specifically  authorized  under  the 
terms  of  the  contract  or  unless  such  work,  expense, 
or  effort  is  determined  by  the  contracting  agency  to 
be  of  direct  or  indirect  benefit  to  the  work  being 
performed  under  the  contract."  (Ref.  43) 

In  hie  comments  Senator  Proxmire  criticized  the  lack  of 

control  the  D0D  had  over  IR&D,  bid  and  proposal,  and  other 

technical  effort  costs  and  the  significant  Increase  in  these 

costs  from  1963  to  1969.  He  alleged  that  D0D  officials  did 

very  little  reviewing  of  contractor  IR&D  programs  and  were 

in  no  position  to  determine  thoir  worthiness.  He  was 

especially  critical  of  the  planned  D9D  cost  principles 

(February  1969  version)  which  he  asserted: 

"...  completely  eliminated  any  semblance  of  control 
by  instituting  a formula  basis  for  determining  the 
reasonableness  of  contractors ' IR&D  and  bid  and 
proposal  costs.  Under  this  system  no  contractor, 
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regardless  of  the  degree  of  business  he  does  with 
DOD  would  be  required  to  have  his  proposed  programs 
scrutinized  in  any  way  prior  to  incurring  costs  that 
will  bo  reimbursed  by  the  Government."  (Ref.  43) 

Amendment  No.  123  would  have  essentially  imposed  the  AEC 
cost  principles*  on  the  DOD  and  would  have  had  far  reaching 
consequences.  Accordingly,  Senator  Proxmire  later  agreed 
to  replace  Amendment  No.  123  with  one  which  would  impose  a 
20  percent  reduction  in  IR&D,  B&P  and  OTE  costs  for  FY  70 
authorized  funds  and  to  resubmit  the  original  amendment  as 
a separate  bill  which  would  be  the  subject  of  hearings  in 
the  next  session  of  Congress,  In  his  comments  in  announcing 
this  agreement  on  the  floor  of  the  Senate,  Senator  Proxmire 
reiterated  his  criticism  of  existing  and  planned  DOD  policy 
in  this  area.  He  cited  the  GAO  report  of  1067  as  giving 
examples  of  the  kind  of  excesses  which  occurred  under  IR&D 
and  raised  as  major  question,  "Why  do  we  need  to  spend 
$686  million  for  an  IR&D  program  when  we  already  are  spend- 
ing' billions  of  dollars  on  R&D  contracts?"  He  went  on  to 
state  that  he  had  "...  felt  for  a long  time  this  program 
(IR&D)  should  not  only  bo  questioned  but  deleted  . . , . " 
Thus,  the  lines  were  clearly  drawn  for  the  subsequent 
Congressional  inquiry  into  IR&D,  (Ref.  44) 

In  resolving  the  issue  over  Amendment  No.  123  the 
Senate  unanimously  supported  the  proposed  20  percent 


♦The  AEC  IR&D  Cost  principles  are  reproduced  as  Appendix  B. 
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reduction  in  IR&D  while  the  House  did  not  include  such  a 
clause  in  its  bill.  Consequently,  the  issue  went  to  the 
Conference  Committee  and  the  result  was  Section  403  of  Public 
Law  91-121  which  required  that  the  DOD  limit  its  reimburse- 
ment to  93  percent  of  the  amount  that  it  would  otherwise 
paid.  The  provisions  of  the  law  were  implemented  by 
Defense  Procurement  Circular  No.  75  in  December  1909.  (Ref. 

45)  Because  of  the  rubber  baseline  and  limited  application 
(FY  70  funds  only) , the  law  was  quite  difficult  to  Implement 
in  a meaningful  way  (Ref.  43)  and,  as  will  be  noted  below, 
only  remained  in  effect  for  a year.  While  the  difficulties 
in  implementing  the  law  were  recognized  by  DOD  and  industry, 
they  were  far  more  interested  in  what  would  transpire  with 
respect  to  Senate  Bill  3003. 

2.4.2.  FY  1971  Military  Procurement  Authorization  Act 

As  agreed  with  Senators  Stennis  and  McIntyre,  Senator 
Proxralre  introduced  Senate  Bill  3003  in  October  1969.  The 
bill  provided  that  IR&D  costs  would  be  allowable  under 
negotiated  contracts  only  if  specifically  provided  for  in 
the  contract  and  the  IR&D  had  a direct  or  indirect  benefit 
to  the  work  being  accomplished  under  the  contract.  Bid  and 
proposal  expenses  under  any  negotiated  contract  would  hot  to 
allowed  to  exceed  one  percent  of  the  direct  charges,  (Ref,  47) 
In  introducing  this  bill  Senator  Proxmire  was  even  more 
veminent  in  his  condemnation  of  current  and  planned  DOD 
management  of  IR&D.  Further,  he  exploited  the  findings  of 
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the  Army  Audit  Report  (Ref.  21) , GAO  draft  report  of  1968 
(Ref.  40),  and  the  earlier  GAO  report  (Ref,  39)  to  illus- 
trate his  assertions.  In  particular,  he  questioned,  the 
adequacy  and  administration  of  advance  agreements,  the 
effectiveness  of  technical  evaluations,  duplication  of  DOD 
sponsored  R&D,  and  work  being  done  under  IR&D  that  was  not 
related  to  Government  or  military  needs.  (Ref.  48) 

In  early  January  1970  Senator  Stennis  asked  for  DOD 
views  on  what  specific  implementing  actions  would  be  involved 
if  Congress  established  a specific  ceiling  on  IR&D  and  for 
any  other  alternatives  the  DOD  might  suggest.  (Ref.  49) 

The  DOD  response  was  provided  by  ASD(IL)  and  asserted  that 
line  item  control  was  not  administratively  feasible.  He 
then  suggested  two  alternatives:  first,  the  formula  approach 
of  the  February  1969  proposed  cost  principles  and,  second, 
an  approach  based  upon  negotiated  advance  agreements. 

(Ref.  50)  Subsequently,  the  Acting  General  Counsel  of  the 
DOD  provided  Senator  Stennis  the  DOD  views  on  Senate  Bill 
3003.  The  DOD  strongly  opposed  the  bill.  (Ref.  51,) 

During  the  same  time  period  the  Aerospace  Industries 
Association  made  known  its  position  in  opposition  to  Senate 
Bill  3003.  Their  key  points  were  that  the  bill  (1)  would, 
in  essence,  preclude  companies  from  recovering  necessary 
costs  of  doing  business  through  the  prices  of  goods  or 
services  sold,  (2)  would  preclude  companies  from  developing 
and  maintaining  their  technical  competence,  and  (3)  imposed 
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unnecessary  restrictions  since  effective  controls  on  companies' 
recoveries  of,  the  cost  of  independent  Technical  efforts* 
were  already  provided  by  the  intense  competition  for  DOD  and 
NASA  contracts.  (Ref.  52,  and  53) 

As  promised  earlier,  hearings  were  scheduled  in  early 
1070  by  both  Senate  and  House  Armed  Services  Committees. 
However,  before  the  hearings  got  underway  there  was  a crash 
effort  in  OSD  to  develop  a policy  which  would  be  acceptable 
to  the  Congress  as  a whole  if  not  to  Senator  Proxmire.  The 
general  feeling  was  that  the  February  1969  cost  principles 
were  not  defensible  and  continuing  to  pursue  them  would  only 
lead  to  further  restrictive  legislation. 

New  DOD  IRfeD  Policy 

The  result  of  this  effort  was  a DOD  white  paper  on 
IR&D  signed  by  both  \.he  ASD(IL)  and  the  DDRbE  and  approved 
by  the  Deputy  Secretary  of  Defense.  In  essence,  the  proposed 
policy  provided  more  direct  and  positive  control  particularly 
for  the  large  defense  contractors  who  incurred  the  majority 
of  the  costs  in  this  area.  The  main  differences  from  the 
February  1969  proposed  cost  principles  were  that  (1) 
advance  agreements  were  to  be  required  for  major  contractors, 
(2)  technical  evaluations  were  to  be  made  uniform  DOD-wide 

♦Independent  technical  efforts  is  a generic  term  referring 
collectively  to  IR&D,  B&P,  and  GTE. 
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and'  strengthened,  and  (3)  a data  bank  was  to  be  established 
to  provide  a centralized  body  of  IR&D  project  data.  It  was 
this  policy  that  the  DOD  took  to  Congress  as  an  alternative 
to  further  legislation.  (Ref.  54) 


GAO  Position  Definitized 

On  the  eve  of  the  hearings  the  GAO  formally  published 
its  extensive  study  of  IR&D  which  had  been  issued  in  draft 
form  in  1968.  The  GAO  suggested  three  major  areas  for 
Congressional  consideration: 

\ 

1.  All  contractors’  independent  technical  efforts, 
including  IR&D,  bid  and  proposal,  and  other  technical 
efforts  should  be  considered  as  a single  entity  since 
no  clear  distinction  can  be  made  between  these  items 
and,  consequently,  any  agreed  ceilings  on  IR&D  can 

be  avoided  through  description  of  an  IR&D  project 
under  different  terminology. 

2.  DOD  should  be  required  to  break  out  and  Identify 
separately  in  its  appropriation  requests  the 
amount  estimated  as  required  for  this  purpose. 

3.  Congress  should  establish  a government-wide 
policy  on  independent  technical  effort  since  the 
DOD/NASA  and  AEC  policies  differ.  In  this  area 
the  following  issues  were  suggested: 

a.  Whether  or  not  the  present  practice  of 
allowing  IR&D  as  an  acceptable  overhead  cost  in 
negotiated  costs  should  be  replaced  by  a system 
of: 

(1)  Extending  the  use  of  direct  R&D  contracts 
to  include  those  IR&D  projects  which  the  agency 
wishes  to  support  fully  or  on  a cost-scaring  basis 
and  thereby  providing  greater  assurance  that  the 
desired  work  will  be  performed  and  that  the  Govern- 
ment will  be  entitled  to  Information  and  royalty-free 
rights  to  any  inventions  arising  thexefrom  and 
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(2)  Authorizing  an  allowance  for  a stipulated 
percentage  of  the  remainder  of  the  contractor's  total 
IR&p  effort,  irrespective  of  the  source  of  funding, 
either  as  a profit  factor  or  through  acceptance  as  a 
recognized  overhead  cost  as  an  incentive  to  contractors 
to  continue  technical  efforts  beyond  those  diroetly 
contracted  with  the  Government. 

b.  Whether  or  not  allowances  to  contractors  for 
IR&D  should  be  confined  to  projects  that  have  a 
direct  and  apparent  relationship  to  a specific  function 
of  the  agency,  and 

c.  Whether  or  not,  if  IR&D  allowances  by  DOp 
and  NASA  are  continued  on  the  present  basis  and  are 
not  related  directly  to  current  or  prospective 
Government  procurement,  financial  support  should  bo 
provided  to  companies  with  similar  capabilities 
which  do  not  hold  Government  contracts  as  a means 

of  supporting  and  strengthening  industrial  technology. 
(Ref.  55,  Digest  pp.  2-3) 

The  GAO  report  included  extensive  discussions  of  the 
lack  of  an  overall  gvernment  XR&D  policy,  the  need  for  a 
closer  relationship  of  Government  R&D  efforts  and  XR&D, 
rights  to  royalty-free  use  of  inventions  under  IR&D,  and 
other  problem  areas,  (same  as  those  in  the  draft  report 
ilef.  40)  This  report  was  the  basis  for  GAO  testimony  at 
the  hearings. 


Congressional  Hearings 

The  Congressional  hearings  on'  IR&D  were  held  early  in 
1970.  The  House  hearings  were  conducted  by  an  XR&D  Sub- 
committee of  the  Armed  Services  Investigating  Subcommittee 
of  the  Armed  Services  Committee.  Representative  Philbin 
(Massachusetts)  chaired  the  IR&D  subcommittee  and  was 
assisted  by  Representative  Gubser  (California) . The  Senate 
hearings  were  conducted  by  the  Ad  Hoc  Subcommittee  on  Research 
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and  Development  .which  was  chaired  by  Senator  Thpm&B  McIntyre 
(New  Hampshire)  and  included  Senators  Young  (Ohio),  Byrd 
(Virginia),  Murphy  (California) , and  Brooke  (Massachusetts). 
The  House  hearings  were  conducted  25,  26,  February  and  2 March 
1970  and  the  Senate  hearings  on  2,  6,  9,  and  13  March  1970. 

The  Individuals  and  organizations  testifying  at  the 
hearings  are  listed  on  the  next  page.  Senator  Proxmire 
spoke  for  this  bill.  However,  the  other  Congressmen  opposed 
his  proposed  legislation.  The  General  Accounting  Office 
representatives  basically  reiterated  the  positions  taken  in 
their  report.  The  majority  of  witnesses  at  both  hearings 
were  from  industry.  They  provided  information  on  the 
benefits  of  IRfcD,  cost  trends,  management  procedures,  and 
reiterated  the  industry  position  on  IRbD.  The  ABC  represent 
tatives  provided  their  rationale  for  why  the  A£C  needed  cost: 
principles  which  differ  from  those  of  the  DOD.  (Refs.  56  * ' 
and  67) 

The  only  DOD  witness  was  Dr.  Foster  and  he  foroefully 
defended  the  value  of  IR&D  to  the  DOD.  Further,  he  proposed 
a DOD  administrative  solution  to  the  problems  identified  by 
the  GAO  and  Congress  which  would  negate  the  need  for 
legislation  in  the  area.  The  five  point  proposal  is  given 
below  and  was  based  on  the  white  paper  approved  a few  days 
earlier  by  the  Deputy  Secretary  of  Defense: 


INDIVIDUALS  AMD  ORGANIZATIONS  TESTIFYING  AT  IBM) 
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"1.  Use  Individually  negotiated  advance  agreements 
for  the  control  and  reimbursement  of  these  oosts  for 
approximately  100  of  the  larger  defense  contractors. ' 
This  will  require  an  increase  in  the  number  of  con- 
tractors with  which  we  negotiate  advance  agreements 
by  a factor  of  almost  two.  Such  agreements,  after 
a formalized  detailed  technical  review  of  the  proposed 
IRCcD  program,  will  establish  a separate  dollar 
ceiling  for  the  DOD's  reimbursement  of  each  of  these 
coats,  but  allow  the  contractor  to  combine  the 
individual  amounts  into  a single  pool  if  he  chooses. 

We  will  require  the  contractor  to  burden  these  costs 
as  he  would  for  a contract,  except  that  G&A  would  not 
be  added.  The  requirement  to  negotiate  an  advance 
agreement  will  be  enforced  by  automatically  establish- 
ing a low  threshold  for  recovery  of  these  costs 
where  no  advance  agreement  exists. 

2.  Strengthen  technical  review  and  evaluation  of 
contractors'  IR&D  programs,  as  currently  established 
under  DOD  Instruction  4105.52.  Establish  uniform 
review  and  evaluation  procedures  to  be  used  throughout 
the  DOD.  The  system  will  require  the  review  of  a 
company's  individual  IR6l>  projects  as  submitted  at 
the  time  of  the  advance  agreement. 

3.  A data  bank  will  be  established  to  provide  a 
centralized  body  of  IR&D  project  cost  and  technical 
Information.  This  information  will  be  available  to 
the  Government  technical  community  at  large. 

4.  Use  the  DOD  developed  formula  for  control  and 
determination  of  reasonableness  of  these  costs  for 
the  remaining  large  number  of  smaller  companies  who 
recover  IRfeD  and  B&P  costs.  This  will  provide  a 
workable  system  that  can  be  uniformly  applied,  and 
one  which  will  assure  results  that  can  be  easily 
monitored  and  adjusted  as  needed, 

5.  The  Military  Departments  will  increase  as  necessary 
the  support  and  resources  needed  to  effectively  perform 

• the  required  IRfcD  technical  reviews  and  evaluations." 
(Ref.  56,  pp.  267-269) 


Thus,  the  DOD  once  again  took  the  initiative  in  establishing 
an  appropriate  solution  to  the  IR&D  problem.  The  DOD 
proposal  was  a balanced  position  between  the  restrictive 
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proposal  of  Senator  Proxmire  and  the  liberal  suggestions  of 
industry  representatives. 

Congressional  Resolution 

The  Mouse  and  Senate  came  to  different  conclusions  on 
the  need  for  legislation  in  the  IRfcD  area  and  the  differences 
were  ultimately  resolved  by  the  Conference  Committee  for  the 
Military  Authorization  Bill  for  Fiscal  Year  1971. 

The  Senate  Armed  Services  Committee  recommended  legis- 
lative action  in  the  IRfcD  area  but  did  not  support  Senator 
Proxmire's  bill.  The  Committee  supported  the  DOD  efforts 
to  improve  its  administration  of  IRfcD.  However,  the  Committee 
expressed  its  belief  that  in  view  of  the  Importance  of 
independent  technical  effort  to  the  security  of  the  country 
and  the  amount  of  money  used  to  fund  it  annually,  broad 
legislative  controls  vers  justified.  (Ref.  58,  pp.  07-98; 
see  also  Ref.  59)  The  Senate  adopted  language  which  provided 
the  following: 

"a,  Restricted  payments  to  contractors  for  independent 
research  and  development,  bidding  and  proposal  and 
other  technical  effort  work  which  is  relevant  to 
Defease  functions  and  operations, 

' i 

b.  Required  negotiation  of  advance  agreements  with 
all  contractor*  who  receive  more  than  $2  million  in 
IRfcD,  BfcP,  or  OTE  in  their  last  preceding  year, 

c.  Required  that  negotiations  of  advance  agreements 
be  based  on  submitted  plans  and  a technical  evaluation 
of  the  IRfcD  portion  of  those  agrsements, 


d.  In  the  event  negotiations  are  held  with  any 
company  required  to  enter  into  an  advance  agreement, 
but  no  agreement  is  reached,  reimbursement  would  be 
made  in  an  amount  substantially  less  than  the 
contractor  otherwise  would  have  been  entitled  to 
receive, 

e.  The  Department  of  Defense  was  required  to  report 

to  Congress  with  regard  to  IR&D,  B&P  and  OTE 
expenditures,  / 

f.  Establish  a ceiling  of  $625  million  on  payments 
to  be  made  pursuant  to  advance  agreements  negotiated 
under  the  act,  and 

g.  Repeal  of  Seotion  403  of  the  fiscal  year  1970.  act 
which  limited  payments  for  IR&D,  B&P  and  OTE  to  93 
percent  of  the  total  cost  contemplated  by  the 
Department."  (Ref.  60,  p.  21) 

The  House  Armed  Services  Committee  IR&D  Subcommittee 
concluded  t’  t adequate  control  of  defense  expenditures  for 

i 

IR&D,  B&P,  and  OTE  could  be  achieved  through  improved  DOD 
administration  rather  than  through  legislation.  The  House 
Subcommittee  also  recommended  that: 

(1)  Section  403,  Public  Law  91-121  be  repealed 

(2)  The  Department  of  Defense: 

(a)  Separate  the  costs  of  B&P  and  OTE  in 
the  negotiation  of  advance  agreements  for 
IR&D, 

(b)  Extend  the  use  of  advance  agreements 
to  firm  receiving  $2  million  or  more  from 

the  DOD  for  IR&D,  B&P  and  OTE  provided  the  use 
of  cost  sharing  arrangements  be  eliminated, 

(c)  Provide  appropriate  right  of  appeal  where 
in  the  absence  of  an  advance  agreement,  the 
DOD  establishes  recovery  of  costs  which  a con- 
tractor claims  is  less  than  the  amount  of  its 
fair  share, 


(d)  Develop  uniform  regulations  which  will 
provide  clear  guidance  to  all  services  a? 
to  pdlicies,  practices  and  "procedures  to  * • 
be  followed  in  the  establishment  of  allow- 
able  IR&D  coats  and  the  negotiation  of'  IR&D 
advance  agreements,  and 

(e)  Provide  Congress  annual  reports  on  the 
IR&D  payments  made  to  major  contractors 
during  the  prior  year. 

(3)  The  criteria  of  relevancy  not  be  used  as  a 
determining  factor  in  the  support  of  basic  research 
efforts  of  contractors.  (Ref.  61,  pp.  14-15) 

The  House  included  no  language  on  IR&D  in  its  version  of  the 

authorization  bill.  Thus,  the  issue  went  to  the  Conference 

Committee  for  resolution. 

The  compromise  worked  out  in  the  Conference  Committee 
was  that  legislation  would  be  inacted  but  there  would  be 
no  celling  on  DOD  reimbursement  of  IR&D,  B&P  and  OTE. 

Further,  the  relevancy  requirement  was  changed  to  a 
"potential",  relationship  to  accommodate  the  House  objection 
that  a direct  relevancy  requirement  would  preclude  contractors 
from  doing  basic  research  under  IR&D.  Finally,  all  reference 
to  "Other  Technical  Effort"  was  eliminated  since  the  DOD 
plauned  to  reclassify  all  OTE  costs  into  IR&D,  B&P  or  other 
appropriate  overhead  categories,  (Ref.  60,  pp.  21-22)  The 
final  legislation  was  Section  203  of  Public  Law  91-441,  the 
Military  Procurement  Authorization  Act  for  Fiscal  Year  1971, 
which  is  included  as  Appendix  C.  The  DOD  had  previously 
begun  to  implement  its  five  point  plan  since  both  Armed 
Services  Committees  had  agreed  to  it.  (Ref.  02)  Once  the 
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law  was  passed  the  Implementation  was  expedited.  However, 
the  implementstloh  required  a significant  period  of  time 

‘ . . i 

since  it  represented  a rather  significant  overhaul  of  the 
DOD's  administration  of  IR&D.  Current  DOD  policies  and 
practices  are  discussed  in  the  next  section.  . 
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SECTION  III 


CURRENT  POD  POLICY  AND  ADMINISTRATION 

fc  ■ ■ I , ' 

|i  t The  current  DOD  policy  and  administration  of  IRfeD  is 

rl  1 * ' ■ ' 

| based  on  both  the  requirements  of  the  Public  Law  provisions 

and  the  plan  jrhich  POD  advanced  during  the  IR&D  hearing*. 

( These  requirements  and  commitments  are  outlined  in  Section 

I ,3.1.  After  the  law  was  passed  DOD  established  a senior* 

! management  policy  council  to  monitor  implementation  and 

deal  yith  IR&D  policy  issues.  The  activities  of  this  group 
are  sumniariaed  in  Section  3.2,  The  major  elements  of  the 
current  DOD  policy  and  administration  of  IRfeD  are  outlined 
In  Section  3,3.  Then,  relevant  data  on  the  siae  add  content 
of  the  IRfeD  program  are  presented  in  Section  3.4. 

3.1.  Legislative  Requirements 

In  setting  out  to  overhaul  IRfeD  policy  and  administra- 
tion, DOD  not  only  had  to  comply  with  the  provisions  of 
Section  203,  Public  Law  91-441,  but  also  the  provisions  of 
the  "get  well"  plan  presented  to  Congress  during  the  hearings. 
The  major  requirements  of  the  law  were: 

1.  Any  company  which  recovered,  in  its  prior  fiscal 
year,  more  than  $2  million  of  IRfeD  or  BfeP  from  tiOD 
contracts  that  are  subject  to  the  Truth  in  Negotia- 
tions Apt  must  negotiate  an  advance  agreement  with  DOD. 

a.  Advance  agreements  may  be  concluded  with  the 
corporation  or  with  product  divisions  which  recover 
more  than  $250  thousand  of  such  payments. 
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b.  Companies  required  to  negotiate  advance  agree- 
ments cannot  be  paid  IH&D/B&P  costs  except  pursuant  to 
the  terms  of  an  advance  agreement, 

<: . If  a company  negotiates  but  does  not  reach 
agreement,  no  reimbursement  shall  bo  made  except  lor 
an  amount  substantially  less  than  would  otherwise  be 
allowed  by  DOD, 

2,  The  IR&D  portion  of  the  advance  agreement  must  be 
negotiated  on  the  basis  of  DOD  technical  evaluation 
of  the  contractor's  proposed  program. 

3.  No  IR&D  or  B&P  costs  may  be  paid  unless  the 
work  has,  in  the  opinion  of  the  Secretary  of  Defense, 
a potential  relationship  to  military  functions  or 
operation. 

4,  Reduce  allowances  resulting  from  failure^  to  reach 
agreement  are  subject  to  appeal  in  accordance  with 
regulations  to  be  prescribed  by  the  Secretary  of 
Defense. 

5.  The  Secretary  of  Defense  is  required  to  submit 
annual  reports  to  Congress  on  or  before  15  March 
setting  forth 

a.  Companies  with  whom  negotiations  wero  held  and 
results . 


b.  Defense  Contract  Audit  Agency  (DCAA)  report  on 
IR&D  and  B&P  payments  to  major  defense  contractors. 

c.  The  manner  of  DOD  compliance  with  the  legisla- 
tion and  any  major  policy  changes  proposed  by  DOD. 

6.  The  prior  legislation  establishing  the  93  percent 
limitation  was  repealed,  (Ref,  63,  pp,  5 and  6) 

Further,  the  DOD  had  committed  itself  to  implementing 

its  proposed  solution  to  the  IR&D  problem.  Accordingly,  in 

early  October  1970  Senator  McIntyre  wrote  to  the  Secretary 

of  Defense  stating: 
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"The  provision  as  now  written  (Section  203,  Public  Law 
91-441)  is  perfectly  consistent  with  the  plan  for 
improved  administration  of  these  programs  which  was 
presented  to  Congress  by  Dr.  poster  in  his  testimony 
before  the  Committee  this  past  March.  It  is  the 
Committee's  hope  that  the  Department  will  move 
expeditiously  to  implement  this  plan." 

Senator  McIntyre  went  on  to  identify  five  objectives  for 

implementation: 

1.  Reclassify  appropriate  OTE  items  to  IR&D  or  B&P, 

2.  Establish  uniform  standards  for  burdening  except 
for  G&A, 

3.  Establish  uniform  procedures  for  determining 
allowable  IR&D/B&P, 

4.  Establish  a data  bank  for  IR&D,  and 

5.  "Beef  up"  personnel  and  other  resources  to  Improve 
technical  evaluations  and  realise  the  goal  of  negotiat- 
ing with  100  largest  defense  contractors.  (Ref.  64) 

Subsequently,  Senator  Stennis  endorsed  Senator  McIntyre's 

views  in  a follow-up  letter  to  the  Secretary  of  Defense. 

(Ref.  65)  Thus,  in  addition  to  the  specific  provisions  of 

the  law,  the  DOD  was  committed  to  a number  of  additional 

actious.  Early  in  the  implementation  process  a top  .nanage- 

ment  group  was  established  to  oversee  the  implementation  and 

DOD  policy  in  this  area. 

3.2.  DOD  Management  Organization  for  IR&D, 

In  July  1971  the  Deputy  Secretary  of  Defense  estab- 
lished a DOD  IR&D  Policy  Council  to  recommend  necessary 
guidance  and  policy  on  a continuing  basis.  (Ref,  66) 

Members  included  DDR&E  (Chairman),  ASD(IL),  ASD(C)  and  the 
Assistant  Secretaries  of  the  Military  Departments  for 
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I&L  and  R&D.  Representatives  of  NASA  and  AEC  were  invited 
to  participate  as  observers.  A Charter  was  prepared  and 
formally  published  in  DOD  Instruction  (DODI)  5100.66, 
"Establishment  of  Policy  for,  and  Technical  Evaluation  of, 
IR&D  Programs."  (Ref.  67)  In  addition  to  chairing  the  DOD 
IR&D  Policy  Council,  DDR&E  was  also  responsible  for  the  DOD 
Technical  Evaluation  Group  which  was  established  to  coordi- 
nate the  technical  evaluation  and  activity  and  which  will 
be  discussed  in  more  detail  in  Section  3.3.3.  The  ASD(IL) 
is  responsible  for  the  ASPR  Committee  which  generates  the 
cost  principles  and  has  staff  cognizance  for  the  tri-servlce 
negotiation  groups  which  negotiate  advance  agreements, 

The  DOD  IR&D  Policy  Council  has  met  eleven  times  since 
it  was  established.  Typical  topics  considered  by  the 
Council  are  summarized  below: 

1971 

- Rev lew/ Approve  Charter 

- Status  of  Trial  IR&D  Data  Bank 

1972 

- Working  Group  Activities 

- Congressional  Interest  in  IR&D 

- Service  Briefings  on  Procedures  for 

Negotiating  Advance  Agreements 
Review  of  Proposed  Technical  Evaluation  Form 

- Industry  View  of  IR&D/B&P  Procedures/Policy 

- Uniform  Negotiation  Procedures  (twice) 

- Patent  and  Data  Rights 

- Evaluation  Simplification 

1973 

- Introductory  Briefings  (All  members  changed 

during  1973.) 
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1974 


- DOD  Input  to  GAD  In-Depth  Investigation 
Industry  Tri-Associatio.1  Committee  Presentation 

- Service  Comments  on  Relevancy 

- DOD  IR&D  Data  Bank  Decision  Briefing 

- Review  of  Updated  Documents 

- Summary  of  DSB  Report  on  IR&D 

- Guidelines  for  Level  of  IR&D  Support 

, 1975 

- Discussion  of  DSB  Report  on  IR&D 

The  agenda  items  were  initially  mainly  associated  with  imple- 
mentation and  have  since  evolved  to  a continuing  review  of 
policies  and  procedures. 

The  Air  Force  has  established  an  Aii  Force  IR&D  Policy 
Council  to  interface  with  the  DOD  Council  and  oversee  Air 
Force  IR&D  activities.  It  is  chaired  by  the  Assistant 
Secretary  of  the  Air  Force  R&D  and  includes  Secretariat,  Air 
Staff  and  Headquarters,  Air  Force  Systems  Command  representa- 
tives, (Ref.  68)  Neither  of  the  other  Services  have 
established  IR&D  policy  councils. 

The  DOD  I R&D  Policy  Council  established  a Working  Group 
on  Nature,  Objectives  and  Effects  of  the  IR&D  Program  at  an 
early  meeting.  The  Group  conducted  an  industrial  survey  in 
the  summer  of  1972  to  obtain  additional  data  on  how  industry 
handles  IR&D  and  industry  reaction  to  DOD  policies  and  pro- 
cedures. The  Group  has  published  a very  informative  report 
on  IR&D)  the  latest  version  was  released  in  June  1974 
(Ref,  69)  and  is  available  from  Mr,  Gersham  R,  Makepeace, 
ODDR&E,  Who  has  chaired  the  Group  since  its  inception. 
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3.3.  Elements  of  DOD  IR&D  Policy  aud  Administration 

The  major  elements  of  the  DOD  IR&D  policy  and  adminis- 
tration r,re  discussed  in  this  section.  The  evolution  of  the 
DOD  policies  and  practices  are  traced  to  their  current 
status.  The  areas  discussed  are  (1)  cost  principles,  (2) 
negotiation  of  advance  agreements,  (3)  technical  evaluations, 
(4)  potential  military  relationship  determinations,  (5) 
appeal  hearing  groups,  (6)  annual  report  to  Congress,  and 
(7)  IRfcD  data  bank. 

3.3.1,  Cost  Principles 

The  requirements  of  Public  Law  91-441,  Section  203,  were 
initially  addressed  in  Defense  Procurement  Circular  (DPC) 

No.  34  dated  30  November  1870.  This  DPC: 

- Required  contractors  to  negotiate  advance  agreements 
for  the  period  beginning  1 January  1971  if  they 
recovered  over  $2  million  of  IR&D  and  B&P  from  DOD 
contracts  in  their  fiscal  year  1970, 

- Required  IR&D/B&P  to  have  a potential  relationship 
to  a military  function  or  operation  as  a condition 
of  allowability, 

- Provided  for  technical  evaluations, 

- Provided  for  interchangeability  between  IR&D  and  B&P, 

- Reduced  payment  for  contractors  who  failed  to  complete 
required  negotiations  was  established  at  an  amount 
not  to  exceed  75  percent  of  what  otherwise  would  have 
been  accepted,  and 

- Provided  for  three-man  Departmental  appeals  boards 
(Ref,  70,  see  also  Ref.  63,  p.  9) 
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Representative  Gubser,  who  had  been  on  the  House  IRfcP 
Subcommittee,  thought  that  DPC  No.  84  over implemented  the  law. 
The  PPC  provided  that  any  contractor  who  recovered  over  $2 
million  in  IR&D  and  B&P  form  the  00D  would  be  required  to 
negotiate  an  advance  agreement.  Representative  Gubaer 
questioned  two  aspects  of  the  above  requirement.  First, 
there  was  no  restriction  on  the  type  of  contracts  the  $2 
million  was  recovered  under  whereas  the  law  included  the 
statement: 

"The  provisions  of  this  section  shall  apply  only  to 
contracts  for  which  submission  and  certification  of 
cost  or  pricing  data  are  requirod  in  accordance  with 
Section  2306(f)  of  Title  10,  United  States  Code" 

(Truth  In  Negotiation  Act) . 

Second,  the  law  referenced  IRfcP  or  B&P  whereas  the  PPC  used 
the  phrase  XRJWD  and  BfeP.  Both  of  these  points  were  given 
serious  consideration  by  the  POP  and  in  the  first  case 
resolved  in  favor  of  Representative  Gubser 's  position  but 
the  second  was  not  changed  since  POP  felt  its  position  was 
consistent  with  prior  commitments  and  legislative  history. 
Pefense  Procurement  Circular  No.  87  changed  the  criteria  to 
only  IRftP/BfcP  costs  recovered  on  contracts  subject  to  t;he 
Truth  in  Negotiations  Act.  (Refs*  71  and  72) 

The  revised  ASPR  IRfcD/B4P  principles  were  developed 
consistent  With  PPC  84  and  87.  They  also  provided  for  two 
other  provisions  which  related  to  Or.  Foster's  five  point 
plan.  These  were  the  requirement  for  full  burdening  of 
I RltP/BttP  except  for  GfcA  and  for  the  use  of  CWAS,  or  the 
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I formula,  in  establishing  IR&D/B&P  ceilings  for  contractors 

not  required  to  negotiate  advance  agreements.  These  prin- 
ciples wore  first  published  as  Defense  Procurement  Circular 
No.  90  in  September  1971.  Thoy  became  e elective  for  now 
contracts  awarded  in  the  first  fiscal  year  of  each  contrac- 
tor beginning  on  or  after  1 January  1972.  In  hardship  cases 
| application  could  be  delayed  for  up  to  one  year.  (Ref,  73, 

see  also  Ref.  63,  p.  10)  These  cost  principles  are  still 
^ in  effect.  (Ref.  74,  see  Appendix  D) 

i 3.3.2.  Negotiation  of  Advance  Agreements 

I The  tri-service  negotiation  groups  had  been  in  existence 

since  the  early  1960s  and  the  new  policies  and  procedures 
had  the  main  impact  of  requiring  negotiations  with  more  con- 
tractors and  strengthening  the  government  negotiating  position. 
During  the  hearings  the  DOD  had  obligated  itself  to  establish 
uniform  negotiation  procedures.  (Ref.  64)  This  topic  was  one 
\ of  the  main  concerns  of  early  DOD  IRfcD  Policy  Council  meet- 

ings. Further,  an  ASPR  case  (ASPR  Case  71-102,  ASPR  Guidance 
for  Negotiating  Advance  Agreements  for  XRfcD  and  BfeP)  was 
established  in  1971  to  consider  the  topic.  The  Director  of 
Procurement  Policy,  ASD(XL),  put  forward  a strawman  set  of 
procedures  which  included  a weighted  guideline  approach  to 
determining  a reasonable  ceiling.  This  approach  was  un- 
acceptable to  the  ASPR  Section  XV,  Part  2,  Subcommittee 
because  they  did  not  feel  a set  of  guidelines  could 
satisfactorily  encompass  all  possible  circumstances  and 

49 


I 


I 

I 


V* 


condition:*,  (Ref.  75)  Although  there  haB  been  much  dis- 
cussion of  uniform  negotiation  procedures,  none  have  been 
issued  by  OSD  and  each  negotiation  group  still  dpes  its 
negotiations  as  it  sees  fit. 

The  Air  Force  tri-Service  group  has  used  a guideline 
approach  in  establishing  the  Government  negotiation  objective 
for  fheiv  negotiations  since  1972.  The  guideline  is  applied 
by  the  negotiator  and  the  results  are  reviewed  at  a pre- 
negotiation meeting  of  the  negotiator,  his  supervisor,  and 
the  IRltD  technical  manager.  If  in  i.he  Judgment  of  the 
negotiator  it  is  necessary  to  deviate  from  the  guidelines 
to  obtain  an  equitable  result,  sm  ’’  is  permitted. 

Once  It  became  clear  that  it  was  not  possible  to  obtain 
agreement  on  uniform  procedures  for  negotiations,  and  the  GAO 
had  identified  residual  deficiencies  in  this  area,  a joint 
DDR8tE/ASD(IL)  memorandum  was  Issued  giving  broad  guidance 
for  the  negotiation  of  IR&D/B&P  advance  agreements.  The 
guidance  provided 

- All  elements  in  the  evaluation  and  negotiation 
process  should  seek  out  and  reward  projects  which 
solved  critical  deficiencies  or  reduced  the  cost  of 
equipment , 

- Departmental  negotiators  should  meet  together  from 
time-to-time  to  exchange  views  and  identify  Issues, 

- Results  of  the  technical  evaluation  should  have  a 
meaningful  and  traceable  effect  on  the  negotiated 
ceiling, 

- Multiyear  advance  agreements  are  encouraged, 
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- Inflationary  or  deflationary  economic  factors  would 
be  given  consideration, 

- Technical  representatives  should  participate  In  pre- 
negotiation meetings, 

y - Negotiators  are  responsible  for  BfcP  potential 

military  relationship  determinations.  The  basis 
should  be  the  same  as  for  IRfcD  determinations  since 
IRfcD  and  BfcP  are  interchangeable,  and 

- Non-relevant  projects  can  be  included  in  the  ceiling 
so  long  as  there  are  enpugh  potentially  relevant, 
projects  to  cover  all  costs  allocated  to  the  DOD. 

, (Ref.  76) 

This  guidance  was  subsequently  updated  in  October  1974. 
However,  only  a few  minor  changes  were  made.  The  OASD(IL) 
IRfcD  focal  point  was  designated  to  arrange  inter -Departmental 
negotiator  meetings.  A new  paragraph  requiring  negotiators 
to  maintain  adequate  negotiation  files  was  added  and  the 
first  paragraph  was  goved  to  the  DOD I 5100.66.  (Ref.  77) 
Thus,  while  uniform  procedures  have  not  been  established 
there  is  overall  guidance  available  to  provide  a framework 
for.  the  negotiation  process. 

(3.3.3.  Technical  Evaluations 

Improving  the  technical  evaluation  process  wan  a major 
thrust  of  pr,  Foster’s  five  point  plan  for  improving  DOD 
administration  of  IRfcD.  Further,  Congress  appears  to  have 
regarded  technical  evaluations  as  a necessary  part  of  pro- 
viding adequate  stewardship  of  tbo  tax  payers  funds  going 
into  IRfcD.  Thun,  a major  effort  was  undertaken  to  upgrade 
the  technical  evaluation  process.  This  effort  was  spear- 
headed by  the  DOD  Technical  Evaluation  Group  (successor  to 
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Armed  Services  Research  Specialist  Committee)  which  was 
chaired  by  ODDRltE*  and  included  Members  from  each  Service 

* ‘ 

and  a NASA  representative . 

» 

Initial  Technical  Evaluation  Policies  and  Procedures 


The  basic  technical  evaluation  policy  document,  DODI 
5 100. 86,  "Establishment  of  Policy  for,  aud  Technical  Evalua- 
tion of,  1RPD  Programs, " was  published  in  February  1973. 

This  document  provided  for  yearly  evaluation  of  contractor 
submitted  technical  plans  and  on-sits  revlewe  at  lsaat  ones 
evsry  three  years.  Ths  Tschnical  Evaluation  Group  (TEG)  was 

* * i 

to  (1)  establish  criteria,  methodology,  and  evaluation  forms 
for  use  by  all  Services,  (2)  designs ts  ths  lead  department 
for  each  contractor,  (3)  determine  the  standard  format  for 
contractor  technical  plana  andl  other  similar  functions.  A 
departmental  IRkD  technical  nanagor  was  to  be  designated  by 
each  Service.  Bis  responsibilities  were  (1)  to  designate 
the  organisations  within  his  department  that  were  responsible 
for  evaluating  company  technical  plans,  (2)  ensure  effective 
evaluations,  (3)  prepare  and  submit  evaluation  report,  and 
so  forth.  Further,  he  was  responsible  for  verifying  that 
the  evaluation  covered  at  least  90  percent  of  the  dollar 
value  of  each  company's  IfUUD  program  to  ensure  that  ths 


♦Mr.  Elliott  ».  Harwood  was  the  initial  chairman.  The  Group 
was  subsequently  chaired  by  Mr.  David  D.  Acker  and,  now 

Mr.  Jam#*  V.  Poach. 


evaluation  was  valid.  The  departmental  IR&D, technical 
managers  were  the  Service  members  of  the  TEG  and  were  respon- 
sible for  the  technical  evaluation  activity  in  their  Service. 

The  evaluations  themselves  were  done  by  scientists  and  engineers 

• . ' • . . . 

in  the  laboratories  and  acquisition  divisions  of  the  Services 
and  NASA.  (Ref.  67)  A standard  technical  evaluation  form 
for  use  DOD-wide  was  published  in  May  1072  and  has  been  used 
henceforth  by  all  the  Services  and  NASA.  (ReJC.  78) 

The  guidelines  for  contractor  technical  plans  were  also 
issued  in  February  1972.  They  provided  for  presentation  of 
a tabular  synopsis  and  narrative  discussion  for  each  IR&D 
project.  The  tabular  synopsis  includes  such  information  as 

the  principal  investigator,  his  telephone  number,  project 
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funding,  and  so  forth.  The  narrative  includes  a discussion 
of  the  problem  being  addressed,  the  objective  and  technical 
approach  for  the  current  year,  and  progress  for  the  prior' 
year.  The  technical  plans  were  to  be  organized  by  technical 
areas  as  indicated  by  Committee  on  Scientific  and  Technical 
Information  (COSATI)  fields  and  groups.  (Ref.  79) 

lo  further  Insure  that  the  new  evaluation  procedures 
were  understood  by  field  personnel,  ODDR&E  sponsored  an  IR&D 
Seminar  in  September  1972.  It  was  attended  by  200  DOD/NASA 
personnel  mainly  associated  with  the  technical  evaluation 
process. 
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The  agenda  for  the  meeting  indicates  the  scope  oi  coverage: 


Keynote 

Evolution  of  XR&D 

( 

Report  of  Working  Group 


Mr.  E.  Ball,  ODDR&E 

Mr.  Ci  Deardorff , OASD(IL) 

Mr.  G.  Makepeace,  ODDR&E 


DGD  IR&D  Technical  Evaluation  Group  Mr.  E.  Harwood,  ODDR8U5 
- Technical  Plans  Maj  J.  Eash,  USAF  Member 


- Technical  Plans 

- On-Site  Reviews 


Mr.  J.  Crellin,  USA  Membbr 


- Scoring  Technical  Evaluations  Mr.  A.  Cook,  USN  Member 


NASA  Evaluation  Activities 
Negotiating  with  Contractors 


IR&D  Data  Bank 
Relevancy  Determinations 


Audit  Activities 

Summation  and  Future  Activities 


Dx . R.  Nash,  NASA  Member 

Mr.  L.  Mitchell,  USAF 
Senior  Negotiator 

Mr.  W.  Thompson,  DDC 

Mr.  E.  Harwood,  ODDRfcE 
Mr.  J.  Garcia,  NASA 

Mr.  R.  Logsdon,  DCAA 

Mr.  D.  Acker,  ODDRltE 
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Service  Implementation 

Since  the  Service  members  of  the  TEG  were  also  respon- 
sible for  implementation  of  the  process  in  their  Services, 
there  was  a relatively  rapid  implementation.  Each  Service 
published  internal  regulations  on  the  IRfeD  technical  evalua- 
tion process.  (Refs  80,  81,  and  89)  A detailed  set  of 
guidelines  for  field  personnel  was  published  by  the  Air  Force 
as  an  Air  Force  Systems  Command  Supplement  to  the  appropriate 
Air  Force  Regulation.  The  Supplement  provided  scoring 
procedures,  instructions  for  completing  the  evaluation 
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forms,  evaluation  report  format,  and  so  forth.  (Ref.  83) 

In  the  summer  of  1074,  NASA  created  an  IR&D  office  In 
^hS. Office  of  Aeronautics  and  Space  Technology.  The  objec- 
tives of  the  office  were  to:  (1)  manage  this  NASA-wide 
technical  evaluation  activity  and  (2)  to  encourage  a strong 
interaction  between  NASA  and  industry,  (Ref.  84),  This 
action  ia  expected  to  upgrade  NASA  particiaption  in  the 
technical  evaluation  process. 

Revised  Documentation 

In  early  1974  the  Technical  Evaluation  Group  undertook 
a review  of  existing  DOD  IR&D  documentation.  As  a consequence 
the  DODI  5100.66  and  guidelines  for  contractor  technical 
plans  were  reissued  in  late  1974.  During  the  intervening 
period  of  time  the  revisions  were  negotiated  with  industry 
(via  CODS I A) , reviewed  and  commented  upon  by  the  Services, 
and  finally  approved  by  the  DOD  XRfcD  Policy  Council. 

The  revised  DODI  8100.66,  "Establishment  of  Policy  for, 
and  Administration  of,  IR&D  Programs"  (Ref.  2),  was  somewhat 
broadened  to  include  reference  to  the  DOD  XR&D  Data  Bank 
and  to  provide  a set  of  principles  which  include  a rationale 
for  DOD  support  of  XR&D.  The  main  change  'relating  to  the 
technical  evaluation  process  was  the  replacement  of  the 
requirement  that  90%  of  the  dollar  value  of  the  contractor 
program  be  evaluated  with  tthe  requirement  that  the  lead 
Department  verify  that  the  overall  evaluation  has  been 
sufficiently  comprehensive  to  permit  the  formation  of  a 
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reasonable  conclusion  concerning  the  technical  quality  of 
the contractor's  program.  Further,  the  new  DODl  specifically 
assigns  , to  the  TEG  responsibility  for  assisting  auditors  and 
contracting; off icers  in  resolving  cost  classification 
questions  involving  IRRD.  This  practice  had  developed  in 
the  eiwiy  1970s  but  had  previously  been  covered  by  regula- 
tion. 

The  guidelines  for  contractor  technical  plans  were 
rewritten  mainly  for  clarity  and  did  not  change  the  nature 
of  the  information  being  requested  from  industry.  (Ref.  89) 
3.3.4,  (potential  Military  Relationship  Determination 

Section  203  of  Public  Law  91>44l  required  the  DOD  to 
determine  whether  or  not  lRJbD  projects  have  a "potential 
relationship  to  a military  function  or  operation,"  (referred 
to  as  agency  relevancy).  Responsibility  for  this  determina- 
tion was  assigned  to  the  Technical  Evaluation  Group.  (Ref. 
86.  para  XV  C2a)  Since  no  legislative  criteria  was  provided 
for  this  determination,  there  was  considerable  uncertainty 
as  to  Just  what  it  should  be.  The  Air  Force  took  the  lead 
in  formally  stating  criteria  for  the  determination,  There 
were  seme  difficulties  to  early  determinations  and  a few 
cases  were  resolved  by  OEflORfcE.  However,  with  time,  some 
degree  of  consistency  evolved  in  the  determinations  ahd  the 
other  Services  gradually  adopted  the  Air  Force  criteria. 

Xu  early  1973  the  Chairman  of  the  Technical  Evaluation  Group 
formally  issued  the  Air  Force  criteria  as  a guideline  to  be 


used  by  all  Services.  (Ref.  86)  Th 
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Experience  in  the  Air  Force  indicates  that  about  90% 
of  the  contractor  IR&D  projects  are  potentially  related 


based  upon  this  criteria.  Since  the  DOD  reimburses  only 


about  40%  of  the  contractor  IR&D  programs,  the  Relevancy 


requirement  has  had  little  direct  impact  on  ceilings.  How- 
ever, it  may  have  motivated  contractors  to  pursue  work  which 


they  felt  would  be  judged  potentially  related. 


3.3.5.  Departmental  Appeal  Hearing  Groups 


Section  203  of  Public  Law  91-441  required  that  an 


appeal  procedure  be  established  by  the  Secretary  of  Defense 


for  contractors  who  negotiate  but  are  unable  to  reach  agree- 


ment with  the  DOD  negotiator.  Departmental  IR&D/B&P  Appeal 
Hearing  Groups  were  established  by  ASPR  15-205,35  (para  Dlh) . 


Each  Department  is  required  to  Lave  a group  which  is  composed 


of  representatives  of  the  Assistant  Secretary  for  I&L 


(Chairman),  Assistant  Secretary  for  R&D,  and  General  Counsel, 
Determination  by  the  appeals  Groups  arc  to  be  the  final  and 


conclusive  determinations  of  the  Department  of  Defense. 


To  date  there  has  been  only  one  appeal,  It  occurred 


during  the  first  year  of  operation  under  the  new  procedures 


when  Aerojet  General  Corporation  failed  to  reach  agreement 


with  their  negotiator  (Navy).  Aerojet  appealed  the  nego- 


tiator’s determination  and  the  Navy  Appeal  Hearing  Group 


ruled  in  favor  of  the  negotiator.  Aerojet  subjequently 


initiated  litigation  in  the  US  Court  of  Claims  but  a final 


ruling  has  not  yet  been  issued  by  the  Court.  The  essence  of 
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this  situation  is  that  Aerojet  refused  to  accept  a ceiling 
which  was  other  than  the  amount  they  unilaterally  determined 
to  be  their  normal  and  reasonable  cost  of  business.  They 
asserted  to  do  otherwise  was  a form  of  cost  sharing  which 
is  precluded  by  the  ASPR.  The  Navy  rebuttal,  in  part,  was 
that,  by  definition,  negotiation  is  a process  of  offers  and 
counteroffers  and  that  Aerojet  was  insisting  that  their 
offer  be  accepted  a priori.  (Ref.  87) 

3.3,6,  Annual  Report  to  Congress 

Section  203  of  Public  Law  91-441  requires  an  annual  DOD 
report  on  IR&D  setting  forth; 

- Companies  with  whom  negotiations  are  held  and 
results. 

- DCAA  report  on  IR&D  and  B&P  payments  to  major 
defense  contractors. 

- The  manner  of  DOD  compliance  with  the  legislation 
In  Section  203  and  any  major  policy  changes 
proposed  by  DOD. 

The  procedure  which  has  evolved  is  that  the  DOD  submits 
its  report  on  or  before  15  March  each  year.  Subsequently, 
Senator  McIntyre  enters  it  into  the  Senate  record  along  with 
any  related  letters  and  GAO  reports  and  gives  his  personal 
assessment  of  DOD's  actions.  To  date  five  reports  have  been 
released: 


Year 

1971 

1972 

1973 

1974 

1975 


Congressional  Record 

24  March  1971,  S3815-3818 
11  May  1972,  S7681.-7697 

8 May  1973,  S8570-8583 
28  May  1974,  S9042-9055 

9 April  1975,  S5560-5568 


DQDI  7700.17,  ’’Report  to  the  Congress  on  IR&D/B&P  Advance 
Agreements  Negotiated  with  Defense  Contractor's"  provides  the 
mechanism  for  assembling  the  data  for  this  report.  (Ref.  8a) 
3. 3., 7.  IR&D  Data  Bank 

l 

The  1R&D  Data  Bank  was  one  of  the  items  in  Dr.  Foster's 
five  point  IR&D  "got  well"  program.  However,  the  need  for 
such  a data  bank  appears  to  trace  back  several  years. 
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Background 

At  hearings  of  the  House  Subcommittee  on  DOD  Appropria- 
tions, conducted  in  April  1966,  Representative  Mahan  asked 
DDR&E  and  the  Service  R&D  witnesses  for  examples  of  benefits 
of  XR&D  to  the  DOD.  Only  the  Air  Force  witness  was  able 
to  immediately  respond.  (Ref.  22)  DDR&E  thon  established 
a Defense  Science  Board  Task  Group  on  IR&D  which,  in  part, 
compiled  a volume  of  examples  of  benefits  of  IR&D.  (Ref.  31) 
These  examples  were  collected  directly  from  industry  on  a 
voluntary  basis,  This  procedure  was  also  followed  in  1968, 
1969,  and  1970.  (Refs.  32,  33,  34,  35,  and  36)  While  these 
volumes  .provided  a ready  reference  for  DOD  witnesses  and 
were  provided  to  Congressional  Committees,  they  were  not  too 
useful  for  supplementing  the  technical  plans  in  disseminating 
information  to  DOD  scientists  and  engineer’s. 

lire  idea  of  an  IR&D  data  bank  similar  to  the  DOD’s  Work 
Unit  Information  System  was  advocated  by  the  GAO  in  its  1968 
draft  report,  (Ref.  40,  pp.  49-51)  The  concept  was  to 
provide  a central issed  body  of  IR&D  data  available  to  DOD 


scientists  and  engineers  to  preclude  unnecessary  duplication 
of  effort.  The  idea  was  generally  well  received  by  Congress 
but  opposed  by  industry  as  unnecessary.  (Ref  96)  However, 
in  devising  an  acceptable  plan  for  improved  administration .» 
of  IR8tD,  DDR&E  included  establishing  a data  bank  of  cost  and 
technical  information.  (Ref.  54) 

Trial  IRfitD  Data  Bank 

DOD  established  a trial  IR&D  data  bank  at  the  Defense 

* 

Documentation  Centex’  in  1970.  (Ref.  89)  Abstracts  of 
technical  objectives,  approach  and  progress,  limited  manpower 
data,  the  principal  investigator  and  his  telephone  number, 
COSATI  field  and  group,  category  of  technical  effort 
(research,  development,  or  studies) , and  so  forth  wore  in- 
cluded. However,  all  cost  data  was  excluded  because  of 
industry  objections.  An  input  manual  was  published  In  June 
1971,  (Ref  91)  and  an  output  manual  iti  August  1972.  (Ref. 
92)  The  data  bank  became  operational  in  January  1972  and 
made  its  first  search  in  March  1972,  Since  contractor 
participation  was  voluntary,  only  about  34  corporations  pro- 
vided data.  Government  usage  was  about  1000  searches  between 
the  time  the  bunk  opened  for  business  and  October  1974. 

Evaluation 

In  the  early  1970s  the  Army  Missile  Command  (M1COM) 
established  a program  for  utilizing  IRfitD  data.  The  utiliza- 
tion oregram  included  a current  awareness  program  for  MICOM 


scientists  and,  engineers  wherein  a profile  was  established 
for  each  SWE  ami  IJUUD  summaries  provided  to  then*,  The  MI  COM 
ay stem  included  a capability  for  retrospective  searches  and 
also  staff  personnel  searched  the  IBfeP  data  before  approving 
in-house  projects  to  preclude  unnecessary  duplication  of 
effort..  AtH  a part  of  this  system  Ml  COM  established  a com- 
puterized data  bank  of  IDAiD  information  which  they  extracted 
from  IRSfcD  technical  plans.  The  data  included  was  less 
extensive  than,  that  included  in  the  DOC  IBM)  Data  Dank,  how- 
ever, the  MICOM  data  bank  essentially  covered  all  contractors. 
(Bef , 93) 

The  existence  of  two  I BUD  data  banks  was  criticized  by 
the  0A0  in  a letter  report  in  August  1973.  (Ref*  94)  Sub- 
sequently, the  Technical  Evaluation  Group  evaluated  the  two 
XBIcD  data  banks  and  submitted  a comprehensive  set, of  recom- 
mendations to  the  DOD  I BUD  Policy  Council  in  February  1974. 
(Bef.  95)  The  majqr  recommendations  were  (1)  the  DOD  should 
have  an  IKfcD  data  bank  located  at  the  Defense  Documentation 
Center  (DDC) , (9)  it  should  be  covered  in  appropriate  regula- 
tions (DODI  5100.66),  (3)  the  data  bank  should  be  made 
available  to  DOD  field  personnel  via  the  DDC  remote  terminal 
system  and  (4)  cost  data  should  be  included  in  the  data  bank. 

Permanent.  Data  Bank 

The  DOD  I BUD  Policy  Council  approved  the  recommendations 
at  its  March  1974  meeting.  In  subsequent  negotiations  with 
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industry  cost  data  was  again  deleted.  Otherwise,  the  recom- 
mendations have  been  rather  faithfully  implemented  via  the 
revised  DODI  5100.00  (Ref.  2)  and  the  revised  Department  of 
Defense  Form  271,  "IRfcD  Data  Sheet"  which  has  been  approved 
by  the  Office  of  Management  and  Budget.  (Ref.  96)  Thus, 
beginning  in  1975  all  contractors  with  advance  agreements 
will  input  data  to  the  IRfcD  Data  Bank  which  Is  now  on  a 
permanent  basis.  Revised  data  input  manuals  are  currently 
being  prepared  by  DDC  for  use  by  the  contractors.  However, 
the  approved  data  sheet  format  was  sent  by  DDR&E  to  all  con- 
tractors in  December  1974  so  they  could  input  data  in  1975. 
(Ref.  97)  During  the  trial  period  the  data  bank  was 
restricted  to  DOD  users . However,  in  December  1974  NASA  was 
granted  access  to  the  IRfcD  Data  Bank. 

3.4.  IRfcD  Data  Summary 

Some  data' bn  IR&D/B&P  costs  and  technical  content  are 
available  from  existing  sources,  however,  the  data  leaves 
much  to  be  desired.  Overall  data  on  IK&D/BfcP  costs  will  be 
summarized  in  Section  3.4,1.  A rough  estimate  of  the  DOD's 
indirect  contribution  to  industry  research  and  development 
is  given  in  Section  3. 4,2. ; Finally , a brief  summary  of  the 
technical  content  of  IRfcD  iW' given  in  Section  3.4.3. 

3.4.1.  IRfcD  Cost  Data 

$he  Defense  Contract  Audit  Agency  (DCAA)  collects  IRfcD 
data  each  year  for  the  major  defense  contractors.  This 
data  is  published  in  a yearly  report.  (Ref.  98). 


" , 4u  ;r.  -■  %■ 
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Similar  data  has  been  assembled  by  DCAA  since  1903.  Summaries 
of  this  data  appear  in  DOD  presentations,  GAO  reports, 
Congressional  discussions;  the  yearly  DOD  report  to  Congress 
and  Senator  McIntyre's  report  to  the  Senate.  Contractor-by- 
. contractor  data  is  included  in  the  DCAA  report  but  not 

t 

publicly  released  since  it  is  business  sensitive  data. 

A typical  set  of  DCAA  data,  is  given  in  Table  3.1.  The. 

■ ' . 4 , ■ t 4 

first  column,  "Contractor  Costs,"  are  contractor  incurred  , 
coete.  Tbe  second  column,  "Accepted  by  Government,"  are  the 
amounte  accepted  by  the  Government  as  reasonable  for  alloca- 
tion to  all  customers  (ceiling  or  actual  expenditures  If  ■'/ 
lower).  The  "DOD  Share"  is  tbe  DOD's  allocable  share  of  the 
accepted  column.  The  DCAA  data  also  includes  total  and  DOD 
sales.  Pence,  various  ratios  to  sales  can  be  calculated. 

For  1974,  typical  ratios  based  on  the  above  data  are: 

' l)Rg ’Sales' a 1 P®rc®nt>  mnd 


DO D Share  of  IRAD  and  BAP 
DfiXT^ales 


- 3.7  percent. 


Unfortunately,  there  are  many  deficiencies  in  the  DCAA 
data  ehlvh  largely  negates  its  value.  First,  the  coverage  is 
DO©  contractors  mho  have  an  annual  auditable  volume  of  costs 
incurred  of  $15  million  or  more  or  required  4,000  or  more  man- 
hours of  DCAA  direct  audit  effort.  Thus,  only  a portion  of 
the  contractors  are  included.  The  DOD  position  has  been  that 
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IR&D 

B&P 

Total 

IR&D 

B&P 

Total  IR&D 

B&P 

Total 

• tm  tm  m 

(000,000 

omitted) 

— 

— 

1968 

$ 766  $381 

$1,157 

$579 

$367 

$946 

$338  $271 

$609 

1969 

808 

426 

1,234 

653 

409 

1,062 

410 

289 

699 

1970 

753 

413 

1,166 

597 

398 

995 

376 

278 

654 

1971 

703 

427 

1,130 

567 

390 

957 

354 

265 

619 

1972 

936 

469 

1,405 

725 

432 

1,157 

392 

306 

698 

1973 

1,051 

526 

1 , 577 

809 

488 

1,297 

441 

356 

787 

1974 

$1,145 

$546  $1,694 

$90.1 

$504 

$1,405 

$457 

$361 

$805 

♦From  Ref.  99,  p.  3 and  the  1975  DOD  Report  to  Congress. 

this  sample  Includes  85-90  percent  of  the  total  (Ref.  99,  p.  9) 
A number  of  additional  problems  are  Inherent  In  the  DCAA  data 
including: 

1.  Different  sets  of  contractors  Included  in  sample 
in  different  years, 

2.  Changes  in  burdening  practices  from  year-to-year 
are  not  reflected  in  the  data, 

3.  The  IR&D  definition  was  broadened  in  1971  and 
unknown  amounts  of  additional  effort  were  thereafter 
transferred  into  IR&D,  and 

4.  The  DCAS  data  on  DOD  share  includes  costs 
reimbursed  by  foreign  governments  which  vary  from 
year-to-year. 


An  effort  has  recently  been  made  to  track  some  of  these 
changes  as  illustrated  in  Table  3.2: 


Table  3.2 

tCOWPAliISQIT  Of  1978/1973  UttP/W  COSTS* 

1 1 , t " 

1972  1973 

Total  IfthD/BfcP  $996  million  $787  all  1 loo 

fees*  increase  due  0 55 

to  burden  

•$■$$  million  $732  million 

<Leme  amount  allocated  .• 

to  foreign  aalee  13.8  36.0 

fWCT  million  $608  $ million.  . 

DQD  Bales  $19,117  million  $20 ,*41  million 

Lean  foreign  sales  435  961 

llet  DOD  Sales  $16, 882  million  $19,980  million 

Untie  to  Bales  3.65  3.48 

Thus,  the  year -to-year  adluetttents  can  be  quite  significant. 

Further,  the  author  Is  astare  of  no  effort  to  develop  a con- 

alateat  met  of  data  going  bank  to  1663  or  even  1963.  Hence , 

year-to-year  comparisons  of  this  data  are  ape clous  and  should 

be  avoided. 

There  is  one  other  source  of  detailed  data  on  IRhD  and 


that  1*  the  tri -service  negotiation  groups.  They  have  the 
official  files  which  include  proposed  values  as  well  as  the 
type  data  summarised  by  the  PCAA.  The  Air  Force  has  com- 
puterised seme  portion  of  its  data  bam.  However*  extracting 
data  from  Abe  trl-servclce  negotiator's  files  .usually  involve* 
tedious  mitt  log  through  the  hard  copy  material. 

♦Obtained  from  0A$D(XL) , also  in  Bef.  100*  p.  89043. 
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3.4.2.  DOD  Indirect  Contribution  to  Company-Funded  RU> 

Each  of  us  contribute  to  contractor  IR&D  when  we  buy 
virtually  anything  which  is  on  the  market.  General  Motros 
has  one  of  the  largest  IR&D  programs  the  author  has  been 
exposed  to.  Whenever,  you  buy  one  of  their  cars  you  con- 
tribute  to  their  IR&D  program.  The  same  is  true  when  you 
buy  a toaster,  washer,  television  and  so  forth.  Thus,  the 
DOD  is  just  one  of  a multitude  of  contributors  to  company 
research  and  development.  The  total  amount  of  company- 
funded  research  and  development  (as  distinct  from  federally- 
supported  R&D)  is  given  in  National  Science  Foundation  data 
(Ref.  101,  p.  26)  as  $11,347  million  for  1B72.  The  DOD 
contribution  to  this  amount  was  about  $392  million.  Hence, 
the  DOD  contributed  only  about  3.5  percent  of  the  total 
company-funded  research  and  development  in  the  country  in  1972. 
3,4i'3,  Technical  Content  of  IR&D 

The  DOD  IR^JD  Data  Bank  project  summaries  for  1974  were 
summarized  in  an  effort  to  highlight  some  characteristics  of 
DOD-related  IR&D  efforts,  (Ref.  102)  The  sample  size  is 
indicated  in  Table  3.3,  The  104  divisions  or  companies 
represent  25  corporations  as  listed  in  Table  3.4.  The  number 
of  projects  is  about  one-half  the  number  estimated  to  be 
conducted  by  the  contractors  with  advance  agreements  each 
year.  The  distribution  of  projects  and  effort  by  category 
(research,  development,  and  studies)  is  given  in  Table  3.5. 
About  one-half  the  projects  are  in  research  (applied  and 
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Table  3.3. 

Sige  of  I ROD  Data  Bank  (1974) 

Number  of  Comp&nies/Di visions 
Number  of  Projects 
Professional  Moayears 


. 104 
2890  .« 

10193 


Table  3.4 


Corporations  In  Data 

Bell  Laboratories 
Boeing'  • 

Chrysler 
Cur ties -Wright 
General  Dynamics 
General  Slectrlc 
Goodyear  Aerospace 
Grumman 

GTE  Sylvania  electronic 
Hughes Aircraft  Company 
ITT  Defense — Space  Group 
Lockheed  Aire raft 
LTV  Aerospace 


Martin  Marietta 
Motorola  . ..  \-v  > 

Perkin-Elmer 

Phllco-Ford  Communication 

Raytheon 

RCA 

Rockwell  International 
Sanders  Associates:  - 
Sperry  Rand 

TRW  Systems.  , , , 

United  Aircraft 
lestlagbouse  . . . t 


••••’*  • ■ 'Table  3.5  *■ 

Distribution  of  Projects  and  Manpower  Loading' by 
_ Category 


Number  of  Professional 
Projects  Many ear a 

(percent)  (percent) 


Research  47 
Development  42 
System  and  Concept  Formulation  Studies  11 


basic) . Past  studies  suggest  that  the  vast  majority  of  these 
efforts  are  applied  research  with  a relatively  low  percent 
classified  as  basic  research  (maybe  3*-5) the  emphasis  on 
system  studies  is  probably  greater  for  this  group  of  con-,, 
tractors  than  for  the  general  population  sxnce  it  includes 
most  of  ths  major  systems  primes. 

The  breadth  of  XRtt>  activity  is  indicated  by  the  dis- 
tribution of  effort  vomua  the  technical  areas  listed  in 
Table  3.6.  For  this  group  of  contractors  there  are  projects 
in  73  percent  of  the  technical  areas  and  ten  or  more  projects 
in  33  percent  of  the  areas  (see  Table  3.7).  Those  technical 
areas  with  the  most  projects  are  listed  In  Table  3.8  and 
those  with  the  greatest  manpower  loading  are  given  in 
Table  3.9.  Thus,  technical  effort  in  IRIiD  does  appear  to  be 
broad  based  but  with  somo  concentration  in  those  areas  most 
olosely  rolated  to  DQD  activities. 


Table  3.7 


Frequency  of  Projects  and  Resources  by  Technical  Areas 


Number  of 
Projects 


Tochnical  Areas 
(percent) 


Corresponding 
Professional 
Manyeaxs 
(percent) 


0 

1-  9 
10-19 
20-29 
30-39 
40-49 
50-99 
100-199 
200-299 


27 

0 

40 

7 

11 

13 

7 

13 

2 

5 

2 

4 

8 

20 

2 

13 

1 

25 

Table  3.8 

Technical  Areas  With  Greatest  Number  of  Projects 


Technical  Area 

■»  


Percent  of  Total  Number 
of  Projects 


Electronic  Components  (0901)  8 
Aircraft  (0103)  8 
Computero  (0902)  6 
Communications  (1702)  6 
Radar  Detection  (1709)  5 
Masers  and  Lasers  (2005)  3 
Industrial  Processes  (1308)  . 3 
Spacecraft  (2202)  3 
Missiles  (1604)  3 
Jet  and  Gas  Turbine  Engines  (2105)  3 
Navigation  and  Guidance  (1707)  3 
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Table  3.9 


Technical  Areas  With  Largest  Professional  Manyear  Loading 


Technical  Area 


Percent  of  Total  Effort 


Aircraft  (0103) 

Cost  Effectiveness  (1401) 
Mathematics  and  Statistics  (1201) 
Communications  (1702) 

Radar  Detection  (1709) 

Computers  (0902) 

Electronic  Components  (0901) 

Jet  and  Gas  Turbine  Engines  (2105) 
Missiles  (1604) 


I:  - , - . -I  I* v 


SBCTlOr  IV 

MAJOR  ABBAS  OF  CONTROVERSY  1 

‘ . — — " 1,1 'L  _ i • 

PirJ,©r  to  1809,  the  primary  IRMO  issues  revolved  around 
such  things  as  reasonableness,  burdening,  cost  storing,  and 
otbii.r  'asp DO©  adtainlatration  of  IJWUD.  The  main  par- 
ticipants in  the  dialogue  were  industry  and  the  DOD. 

Congress  made  some  inquiries  during  this  period  but  had 
little  impact  on  the  dialogue.  However,  since  1906,  Congress 
has  been  directly  involved  in  the  IRhD  area  and  the  nature 
of  the  issues  has  changed  to  some  extent,  in  addition  to 

. • .j- 

questions  of  J30©  administration,  some  Individuals  are  now 
challenging  the  fundamental  concept,  asserting  that  Congress 
should  have  some  type  of  line  Item  control  of  IRCUD  and  search 
ing  for  some  fundamental  Change  in  the  mechanism  Which  will 
flness  many  of  the  cited  problems.  Further,  activity  in  the 
Tft&D'  area  has  been  significantly  greater  than  in  the  1960s. 

A list  of  the  major  IRM5  events  since  1970  is  given  on  the 
following  page . A brief  summary  of  each  of  these  items  Is 
given  in  Appendix  E.  These  reports  and  Statements  provide 
the  basic  positions  which  are  summarised  in  this  section  by 
major  area  of  controversy. 


73 


MAJOR  IR&D  EVENTS  SINCE  PASSAGE  OF  SECTION  203,  PUBLIC  LAW 
Date 

March  1971 
April  1971 

December  1972  Report  of  the  Commission  on  Government  Pro- 
curement 

April  1973  GAO  Report,  "Payments  for  IR&D  and  B&P  Costs" 

August  1973  GAO  Letter  Report  on  IR&D  Data  .Banks 

September  1973  GAO  Letter  Report  on  Small  Contractor  Problems 

Senator  Proxmire  Amendment  to  Limit  IR&D 

March  1974  Industry  Position  Paper  on  IR&D  and  B&P  Efforts 

April  1974  DDR&E  Statement  to  Congress 

May  1974  GAO  Report,  "DOD's  Implementation  of  Section 

203,  Public  Law  91-441,  Involving  Contractors' 
IRfcD"  , 


91-441 

. Event 

GAO  Report,  "Feasibility  of  Treating  Con- 
tractor's IR&D  Coats  as  a Budget  Line  Item" 

GAO  Report,  "Implementation  of  Section  203, 
Public  Law  91-441,  On  Payments  for  IRfcD  and 
Bfcp  Costs"  - ;;; 


Admiral  Kickover  Statement  to  House  Appropria- 
tion Committee,  Subcommittee  on  d6d 

Statement  of  Principles  for  DOD  R&D 

August  1974  GAO  Partial  Report,  "In-Depth  Investigation 
into  IR&D  and  BfcP  Programs" 

December  1074  QAO  Report,  "IR&D  Allocations  Should  Not 

Absorb  Costs  of  Commercial  Development  Work" 

February  1075  DDR&E  Statement  to  Congress 

DSB  Task  Force  on  IR&D  Report 

Impending  GAO  Final  Report,  "In-Depth  Investigation 

into  IR&D  and  B&P  Programs" 
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'll'  ' ‘ , , 

,,  4. 1.  Allowability  of  IR8dD  Costs 

, The  current  BOD  policy  is  that  IRfcD  costs  are  allowable 

1 ' • ) . • 

aad,  hence,  recoverable  to  the  extent  they  are  reasonable 

and  allocable. 

The  main  adversary  of  this  policy  is  Senator  Proxmire 
and  he  is  supported  by  Admiral  Kickover,  In  September  1973 
Senator  Proxmire  stated  ",  ....  a case  can  be  made  that  this 

' V.  . 

program  (IRfcD)  is  a backdoor  boondoggle  and  ought  to  be 
eliminated  altogether."  (Ref.  103,  p.  317517)  Senator 
■ Proxmire  apparently  challenges  the  need  for  IR&D  primarily 
on  the  basis  that  it  is  unnecessary  for  the  DOD  to  have  two 
separate  programs  to  sponsor  research  and  development 
efforts  by  private  contractors  (direct  contract  RfcD  and 
IRfcD).  Further,  he  sees  defence  contractors  who  receive 
IRfcD  as  being  able  to  improve  their  ",  . , competitive 
advantages  over  small  firms  and  nondefense  contractors  who 

I ' ' ■ 

are  not  eligible  for  the  IRfcD  subsidy."  (Ref.  103,  p.  S17518) 
Admiral  Kickover  basically  agrees  with  the  above  positions 
and  asserts  that  if  IRfcD  whs  made  a disallowed  cost,  and  the 
DOD  directly  contracted  an  equivalent  amount  of  funds,  the 

i i . . 

DOD  would  get  far  more  for  its  money.  (Ref.  3.04,  p.  119) 

The  majority  of  people  who  have  commented  on  IRfcD  have 
supported  its  allowability.  The  Commission  on  Government 
Procurement  (COGP) , which  included  Senators  Chiles  and  Gurney, 
Representatives  Horton  and  Hollfield,  and  the  Comptroller 
General  of  the  United  States  (Elmer  Staats) , supported  IRfcD 
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as  ”.  . „ in  the  Nation's  best  interest  to  promote  competition 
(both  domestically  and  internationally),  to  advance  technology, 

t. 

and  to  foster  economic  growth  , . . .”  (Ref,  1,  p.  31) 

Senator  Cranston  earlier  supported  IR&D  in  his  testimony  to 
the  IR&D  hearings  in  1970: 

“I  have  concluded  that  in  an  era  of  rapid  technological 
Innovation,  the  XR&D  program  is  the  most  economical 
long-run  program  for  guarantying  security  of  the  United 
States,  ...”  (Ref.  86,  p.  1676) 

The  latest  Defense  Science  Board  Task  Force  on  XR&D,  which 

' was  selected  largely  from  academia  to  avoid  the  obvious 

vested  interest  of  defense  contractors,  strongly  supported 

the  allowability  of  IR&D.  (Ref.  105,  p.  i)  Further,  a 

recent  panel  reviewing  military  R&D  for  the  Center  for 

Strategic  and  International  Studios,  Georgetown  University, 

algo  supported  the  concept  of  IR&D: 

"This  panel  believes  that  IR&D  is  a valuable  and 
legitimate  operation.  It  should  be  funded  substantially 
and  should  be  controlled  by  the  government  only  to  the 
extent  necessary  to  safeguard  the  public  interest  and 
the  competitive  positions  of  DOD's  suppliers  * 

The  basic  public  policy  issue  here  is  whether  a govern- 
ment agency  should  directly  control  the  work  done 
under  XR&D . This  panel  takes  a position  midway  between 
a common  industry  poSition-no  direct  control  at  all — 
and  a position  of  many  Congressional  critics— full 
control  of  the  amount  and  nature  of  the  1R&D„ 

IR&D  i®  basically  desirable,  because  it  is  a check  to 
insure  against  errors  in  judgment — or  too  great  a focus 
on  immediate  needs— by  those  government  officials  who 
determine  R&D  activities.  Also,  if  used  flexibly,  it 
helps  provide  a measure  of  stability  to  the  national 
technical  manpower  pool.  The  spur  of  competition 
ensures  relevance  and  payoffs.”  (Ref.  106,  p.  34) 

Thus,  there  has  been  substantial  support  for  the  IR&D 
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concept  from  nonmilitary-industrial  complex  representatives. 

The  majority  of  BQD  technologists  who  have  spoken  out 
on  the  issue  have  supported  the  need  for  IRhD.  Dr , Currie,, 
DDRhR,  has  taken  a strong  position  on  XRhD  in  his  testimony 
to  Congress  (Refs. 107,  108,  and  109)  as  have  the  Assistant 
Secretaries  for  HID  of  the  Military  Departments.  (Ref.  110) 
Further,  several  of  the  military  technologists  haye  spoken 
In  favor  of  IRhD;  General  George  S.  Brown,  when  Chief  of 
Staff  of  the  Air  Force  (Ref.  Ill);  Lt  Geroral  William  Evans, 
Deputy  Chief  of  Staff  (DCS)  for  Research  and  Development,  . 
Headquarters,  U.S.  Air  Force  DCS/Research  and  Development 
(Ref.  112);  Major  General  Charles  Wilson,  when  DCS/Produqtion 
and  Procurement,  Air  Force  Systems  Command  (Ref.  113,  p.  80) ; 
and,  at  the  working  level,  Colonel  Charles  Scolatti,  when 
Commander  of  the  Air  Force  Flight  Dynamics  Laboratory.  (Ref. 
1X4)  Further,  the  vast  majority  of  D0D  personnel  are 
reported  to  support  the  need  for  and  value  of  IRhD.  (Ref.  113, 
P.  60) 

It  goes  without  saying  that  the  aerospace  industry 
regards  XRhD  as  vital  to  its  continued  existence.  When 
Senator  Proxmire  again  challenged  XRhD  in  1973,  the  industry 
established  a Tri-Association  Ad  Noc  Committee  for  IRhD  and 
BhP.  The  Committee  published  the  industry  case  for  IRhD 

t 

in  three  interrelated  documents  in  early  1074.  (Refs. 115, 

116,  and  117) 
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1 - Another  issue  which  is  involved  in  the  question  of 
allowability  is  the  benefit/cost  aspect.  No  one  in  Industry 
or  the  DOD  has  been  able  to  quantitatively  demonstrate  that 
benefits  exceed  costs  for  IR&D  for  the  same  reason  this  lias 
not  been  done  for  DOD  contract  R&D.  (See,  e.g.,  Ref.  86,  p. 
1675  for  Hyman  Fine's  comments).  Hence,  benefits  are  usually 
addressed  by  way  of  specific  examples  of  payoff  to  the  DOD. 

The  most  extensive  recent  contribution  to  this  area  is  in 
the  industry  "Technical  Papers  on  IR&D  and  B&P  Efforts" 

Ref.  117,  pp.  26-247)  which  not  only  presents  examples  but 
also  tries  to  structure  an  overall  framework  for  a benefit 
discussion. 

4.2.  Congressional  Line  Item  Control  of  IR&D  Costs 

In  the  first  direct  Congressional  restrictions  on  the 
DOD  management  of  IR&D  in  the  FY  70  Military  Procurement 
Authorization  Act  (PL  91-121,  Section  403),  the  Congress 
imposed  a form  of  line  item  control.  The  DOD  was  to  limit 
IR&D  expenditures  to  93  percent  of  what  they  would  have 
otherwise  been.  This  requirement  was  basically  unworkable 
and  was  repealed  a year  lat.er.  During  the  FY  71  Military 
Procurement  Authorization  Bill  discussions,  the  issue  of  line 
item  control  was  again  raised,  The  Senate  version  of  the, 
authorization  bill  incorporated  a ceiling  on  IR&D.  However, 
the  celling  was  removed  by  the  Conference  Committee  and  did 
not  appear  in  the  final  act.  Hence,  there  is  no  Congressional 
line  item  control  of  IR&D  today, 
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Senator  Proxmire  asked  the  GAD  to  determine  the  feasi- 
bility of  treating  contractors'  IRfcD  costs  as  a budget  line 
item  in  late  1970.  In  early  1971  the  GAD  reported  that  in 
their  judgment  Congressional  line  item  control  was  feasible. 
The  DOD  has  always  opposed  this  concept  and  took  strong  ’ 
exception  to  the  GAO  report.  Further,  the  GAO  recommended 
that  no  action  be  taken  on  line  item  control  of  the  time  since 
the  adequacy  of  Section  303,  Public  Law  91-441,  provisions 
had  not  yet  been  determined.  Bence,  the  GAO  report  had  no 
direct  impact  at  the  time  it  was  published  (see  Refs.  110, 

119  and  130) . 

In  September  1973,  Senator  Froxmire  asserted  that  Public 
Law  91-441  IB*D  provisions  had  been  ineffective,  costs  for 

i . 

I RAD  had  continued  to  rise,  and  hence,  a Congress lonally 
imposed  celling  was  necessary.  He  suggested  legislation  which 
would  have  limited  IRAD  to  50  percent  of  what  it  had  pre- 
viously been.  However,  he  sgreed  to  a GAO  in-depth  investiga- 
tion, but  commented  . . I do  think  that  the  GAO  study  will 
give  us  the  basis,  give  us  the  reason,  to  put  a ceiling  on 
the  authorisations."  (Ref.  103) 

The  000  has  constantly  opposed  line  item  control  as 
administratively  impractical  and  as  essentially  eliminating 
the  Independence  of  IRhD.  (Refs.  50  and  118)  The  industry 
has  also  argued  against  line  item  control.  Their  basis  is 
that  lino  item  control  is  inconsistent  with  the  basic  concept 
that  IRAD  is  a normal  coat  of  doing  business  and,  hence,  an 


79 


element  of  ovorhe&d.  Thus,  IR&P  It?  applicable  to  all 
products  sold  to  government  or  commercial  customers.  Legis- 
lation should  not  arbitrarily  limit  recovery  of  ''normal'*  costs 
of  business,  rather,  the  Government  should  accept  its  fair 
sharp  of  these  costs,  (Ref.  115,  p.  32) 

, Lipe  item  control  appears  tc  be  a highly  likely  outcome 
pf  thp  current  IRWP  debate,  especially  if  Congress  as  a 
whole  Is  not  satisfied  with  the  DOD  management  of  iRfcD  after 
they,  rtcelye  the  final  report  on  the  GAO  in-depth  investiga- 
tion and  conduct  what oyer  hearings  they  regard  as  necessary. 

4.3.  Mechanisms  for  Reimbursement  of  IUfrD  Costa 

\ ,, 

JR&D  costs  are  currently  recovered  through  overhead. 

This  is  the  procedure  which  has  been  followed  since  IRWD 
was  first  recognized  as  an  allowable  cost  in  the  early  1940s. 
This  approach  parallels  practice  in  the  commercial  world 
whpre  contractors  recover  IRfcD  costs  as  part  of  the  price  of 
their  product,.  The  same  is  true  for  competitively  priced 
DOD  fixed-price  contracts.  In  these  cases  competition  is 
presumed  to  protect  the  custoper.  Thus,  the  issue  is  how 
to  handle  IRfcD  costs  for  negotiated  contracts.  The  basic 
dilempa  involves  "the  Government's  inability  to  satisfy  the 
opposing  goals  of  (a)  stimulating  innovation  in  an  uncon- 
s trailed  fashion  and  (b)  obtaining  reasonable  assurance  that 
tax  dollars  thus  spent  result  in  effort, of  broad  national 
value  as  opposed  ot  undue  enrichment."  \Kef,  1,  p.  40) 

Borne  thought  has  been  given  to  alternative  approaches, 
however,  no  firm  suggestions  have  been  made.  One  member  of 


the  Commission  on  Government  Procurement  advocated  looking 
into  a variety  of  alternate  approaches,  including; 

- National  RhD  awards, 

- Agency  priority  lists  and  recovery  proportional  to 
compatibility  with  the  list,  and 

- Tax  credit  devices.  (Ref.  1,  pp.  40-43) 

The  GAO  in-depth  investigation  includes  a perusal  of 
alternate  methods,  the  GAO  sent  a list  of  14  alternatives 
to  a wide  variety  of  Government,  industry,  and  other  people 
for  comment.  Three  basic  approaches  were  included:  direct, 

contracting,  recovery  through  overhead,  and  recovery  through 
profit.  (Ref.  121)  Recipients  were  asked  for  their  opinions 
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on  the  14  listed  alternatives  and  suggestions  for  other 
approaches.  The  results  of  this  survey  will  be  interesting 
if  not  conclusive. 

Oho  of  the  six  papers  in  the  Tri-Association  Committee's 
Technical  Papers  on  IRIft  and  BW1  Efforts"  gives  the  industry 
position  on  alternative  methods.  Nine  methods,  which  span 
the  spectrum  from  full  recovery  to  the  AJC  method,  were 
considered.  Twelve  criteria  were  identified  and  used  in 
assessing  the  alternatives.  The  conclusion  was  that  full 
reitobdrsemertt  (Inherent  Economic  Constraints  in  Competition) 
is  the  preferred  alternative.  "Anything  less  than  the  full 
reimbursement  of  these  costs  ...  in  effect  is  a subsidiza- 
tion' of  the  0.8.  Government  by  American  Industry."  (Ref.  117, 
pp.  1G-J4) 


In  essence,  most  alternatives  identified  in  these  studies 
are  variations  on  the  theme  of  four  basic  approaches: 

’ - direct  contract,  *■»'  , 

- recovery  through  overhead, 

- recovery,  through  prpf^ t , and 
. - •;  tax  .credit.,  . 
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No  one  has  ye$  come  up  with  an  alternative  to  the  current 
method  which  hae  attracted  significant  industrial,  DOD,  and 
Congressional  support.  Hence,  until  such  a brilliant  idea 
appears,  DOD  IR&p  policy  will  probably  evolve  around  the 

- • ' ■ J 4 • • ' 

current  prpcess  of  allowing  recovery  through  overhead. 

4.4.  Elements  of  DOD. Policy  and  Administration 

In  this  section  the  major  areas  of  controversy  regarding 

specific  elements  of  DOD  IRltD  policy  and  procedures  are  pre- 

sented. .Several  areas  of  controversy  were  resolved  in  the 
1970  upgrading  of  IRltD  administration  (burdening,  cost 
sharing,,  and  so  forth) , However,  several  areas  are  still 
being  debated.  The  areas  to  be  discussed  include: 

» • i , ' . ( 

- Reasonableness  criteria, 

i ; , 

- Negotiation  Procedures , 

- Technical  Evaluations,  t 

- Relevancy, 

Patent  and  Data  Rights,  and 

Cost  Classification.  s 

/; 
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4.4.1.  Reasonableness  Criteria 

The  issue  in  this  area  is  the  determination  of  -'ason- 
ableness  for  major  contractors  (those  that  recover  ov  $2 
million  in  IRAD  and  BAP) . The  determination  today  is  made 
through  negotiation  of  advance  agreements.  In  this  area  there 
are  those  who  support  the  current  procedures,  those  who  think 
they  shoudd  be  strengthened  to  give  the  DOD  more  control  and 
those  who  would  relax  the  controls. 

The  first  dissenting  position  of  the  Commission  on 
Government  Procurement  advocated  continuation  of  the  current 
DOD  reasonableness  test.  The  Comptroller  General  and  three 
of  the  four  Congressmen  on  the  Commission  supported  this 
position. 

Senator  Proxmire  argues  that  the  current  procedures  are 
not  effective  since  I RAD  costa  have  continued  to  grow  since 
Section  203,  Ribllc  Law  91-441,  was  passed.  (Ref.  98, 
p.  317317)  Thus,  he  would  supplement  the  DOD / procedures  with 
Congressional  controls  as  summarised  in  Section  4.2.  Admiral 
Rickover  advocates  direct  contracting  of  XBAD  projects  which 
have  sufficient  benefits  to  warrant  the  cost.  (Ref.  104, 
p.  123) 

Most  of  the  other  challenges  to  DOD  policy  in  this  area 
advocate  liberalization  of  the  reasonableness  criteria. 

These  include  the  majority  recommendation  of  the  Commission 
on  Government  Procurement  (COGP)  (Ref.  1,  p.  31),  the  recom- 
mendation of  the  DSB  Task  Force  (Ref.  105,  pp.  10-17),  and 
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the  industry  position  (Ref.  115,  p.  34).  The  industry  wants 
full  recovery  of  incurred  costs  irrespective  of  the  extent, 
of  negotiated  DOD  contracts  in  a cost  center..  The  DSB  Task 
Force  and  COGP  majority  recommendation  would  apply  CWAS  in 
some  form  to  major  contractors.  These  proposals  are  very 
similar  to  the  proposed  cost  principles  of  February  1969 
(See  Section  2,3.1).  All  of  them  would  result  in'  significant 
increased  in  the  cost  of  IRfeD  to  the  DOD.  GAO  and  DCAA 
estimate  that  the  increases  would  range  from  $50,  million  to 
about  $110  million,  (Ref.  30  and  Ref.  122)  Further,  these 
approaches  would  materially  reduce  the  DOD 's  visibility  of 
contractor  IRhD  through  reduced  technical  evaluation  , 
activity  (which  goes  hand-in-hand  with  negotiation  of  advance 
agreements).  The  benefits  to  be  realised  by  the  DOD  due  to 
the  above  mentioned  proposals  appear  j to  be  nominal.  Thus, 
these  proposals  suggest  significant  increases  in  cost;  to 
DOD  with,  at  best,  nominal  benefits.  It  is  doubtful  these 
proposals  could  be  implemented  by  the  DOP  without  incurring 
the  wrath  Of.  Congress  and  budget  line  item,  control, 

4.4,2.  Uniform  Negotiation  Procedures 

One  of  the  areas  that  Senator  McIntyre  identified  in 
his  follow-up  lettet  to  the  Secretary  of  Defense  in  1970  was 
establishment  of  uniform  negotiation  procedures,  The  DOD 
tried  unsuccessfully  to  develop  such  procedures  in  the  early 
1970s.  In  lieu  of  procedures,  the  DOD  ultimately  ..published 
broad  guidelines  (see  Section  3.3.2.) . , ... 
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The  GAO  cited  this  as  a deficient  area  in  their  dotal led 
implementation  investigation:  "Negotiation  procedures  are 

neither  uniform  nor  consistent  . . . . ” (Ref.  123 , pp.  23-25) 
Further,  they  reiterated  the  recommendation  that  the  IX>D 

establish  uniform  negotiation  procedures. 

\ 

The  Air  Force  has  devised  a coupled  guideline/judgmontal 
approach  which  seems  to  satisfy  the  intent  of  the  original 
OfiD  concept  of  uniform  negotiation  procedures  to  preclude 
inequities  to  contractors.  Further,  this  approach  has 
enabled  the  Air  Force  IRIdD  Policy  Council  to  review  and 
approve  overall  negotiation  objectives  on  a year -by -year 
basis.  Hence,  it  would  appear  that  uniform  guideline/Judg- 

..  i 

mental  procedures  could  be  developed  DOD-wide  If  interservice 
barriers  could  be  lowered  somewhat. 

4.4.3,  Technical  Evaluations 

■ i 

Increased  emphasis  on  technical  evaluations  was  one  of 
the  key  aspects  of  XNDRtdS's  five  point  plan  to  improve  DOD 
administration  of  IR Id).  Uniform  procedures  were  implemented 
,by  a rev itallned  Technical  Evaluation  Group  chaired  by  an 
ODDRMS  representative  (see  Section  3.3.3.).  The  issue  now 
is  the  efficiency  and  effectiveness  of  the  technical  evalua- 
tion process,. 

The  GAO  in  its  detailed  review  of  DOD  implementation  of 
Section  203,  Public  Law  91-441  had  only  one  criticism  of  the 
technical  evaluation  process  and  that  was  related  to  the 
need  for  consistent,  adequate  feedback  of  the  results  of 
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technical  evaluations  (Ref,  123,  p,  21).  Further,  the  GAO 
recommended  that  the  DOD  improve  the  administration  of  con- 
tractors' IR&D  by: 

"Establishing  guidelines  that  require  a quantifica- 
tion of  the  technical  quality  of  contractors' 
programs  to  be  uniformly  recognized  in  the  negotiation 
of  ceilings  with  reward  or  penalty,  as  appropriate." 
(Ref.  123,  p.  36) 

Thus,  the  technical  evaluation  process  received  much  better 
marks  in  1973  than  it  had  in  the  prior  detailed  GAO  review 
in  1968  (see  Ref.  40). 

In  a recent  interview  Dr.  Currie,  DDR&E,  commented 

favorably  on  the  technical  reviews: 

"Our  IR&D  review  teams  are  gutting  the  cooperation 
of  the  companies,  and  I believe  that  the  review  is 
very  effective."  (Ref.  124,  p.  8) 

Another  positive  reaction  to  the  current  process  came  from 
the  Commander  of  the  Air  Force  Flight  Dynamics  Laboratory. 
He  felt  that  the  IR&D  technical  evaluation  process  had  been 
greatly  improved  during  his  six  year  involvement  with  it 
(1968-1974)  and  that  there  had  been  an  improvement  in 
corporate  management  of  IR&D  in  parallel  with  the  govern- 
ment's improvement  in  its  technical  evaluation  process. 
Further,  he  observed  that: 

"The  IR&D  programs  are  evaluated  with  more  scrutiny, 
technical  expertise,  and  depth  than  any  other  R&D 
element."  (Ref.  114) 
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In  their  comments  on  the  above  cited  GAO  report, 
industry  complained  that  the  cost  of  the  technical  evaluation 
process  was  substantial  and  that  they  desired  "economical  but 
effective  reviews."  (Ref,  123,  p.  45)  Industry  has  recently 
been  relatively  silent  on  the  technical  evaluation  process. 
However,  if  their  position  on  reasonableness  was  accepted 
there  would  be  no  need  for  technical  evaluations  since 
industry  would  receive  full  recovery  of  IR&D  costs  as  neces- 
sary business  expenses, 

The  Defense  Science  Board  Task  Force  on  IR&D  questioned 
both  the  effectiveness  and  efficiency  of  the  technical  evalua- 
tion process.  They  observed: 

"Technical  reviews  should  be  kept  to  a reasonable 
level.  Company  brochures  should  be  kept  simple  and 
used  primarily  for  conveying  information;  and  over- 
head costs  associated  with  present  reviews,  which  are 
probably  too  high  for  both  government  and  contractors, 
should  be  reduced.  Finally,  the  self-correcting 
nature  of  the  overall  system  . . . seems  to  be  the  best 
guarantee  of  quality."  (Ref.  105,  p.  11) 

Unfortunately,  the  Task  Force  gave  no  basis  for  its  assertions 
regarding  the  technical  evaluation  process. 

Admiral  Kickover  criticized  the  technical  evaluation 
process  in  his  testimony  to  Congress,  asserting  that  "The 
DOD  reviews  of  contractors’  IR&D  program  tend  to  be  super- 
ficial . . .."  (Ref.  104,  p.  118)  Further,  in  his  recommen- 
dations, Admiral  Rickover  suggests  that  the  DOD  should 
direct  contract  any  projects  which  have  sufficient  benefits 
to  warrant  the  cost  so  that  "...  responsible  Government 
officials  can  exercise  technical  supervision  of  the  work  . . , 


(Ref.  104,  p.  123) 

In  summary,  the  technical  evaluation  process  as  currently 
structured  provides  the  DOD  timely  visibility  of  and  influence 
on  contractor  IR&D  efforts  and  provides  the  contractors  an 
independent  assessment  of  their  IR&D  programs.  These  two 
factors  are  significant  benefits  of  the  entire  IR&D  process. 

A reduction  in  technical  evaluation  activity  would  seriously 
erode  these  benefits.  Admiral  Rickover’s  proposal  would 
eliminate  the  independence  of  a segment  of  the  R&D  spectrum. 
Thus,  it  may  well  be  that  the  DOD's  current  process  is  not 
too  far  from  an  optimum  balance. 

4.4.4.  Potential  Military  Relationship  Requirement 

The  potential  military  relationship  (PMR)  requirement 

is  probably  the  most  controversial  aspect  of  Section  203, 

Public  Law  91-441.  The  Senate  version  of  the  bill  had 

language  requiring  a direct  relationship  to  a military 

function  or  operation.  The  House  bill  had  no  similar  language. 

In  the  Conference  Committee  the  compromise  was  a requirement 

that  projects  have  a potential  relationship  lo  a military 

function  or  operation  (referenced  to  as  agency  relevancy) . 

However,  tho  GAO  has  noted  that 

"the  law  . . . failed  to  provide  any  criteria  for 
determining  when  a project  has  potential  relationship 
to  a military  function  or  operation  or  any  indication 
as  to  what  the  provision  was  intended  to  achieve." 

(Ref.  125,  p.  2) 

Thus,  it  should  not  be  surprising  that  there  are  differing 
interpretations  of  what  was  expected  from  the  requirement  and 
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what  should  be  done  about  It. 

Support  for  a continuation  of  the  agency  relevancy 
requirement  has  come  from  the  supporters  of  the  first  dis- 
senting position  of  the  Commission  on  Government  Procurement 
and,  generally,  from  the  Military  Departments, 

Those  supporting  no  relevancy  requirement  or  a government- 
wide requirement  (tantamount  to  no  requirement,  in  the  author's 
view)  arfe  industry  (Rof.  115,  p.  33),  the  supporters  of  the 
majority  recommendation  of  the  Commission  on  Government  Pro- 
curement (Ref.  1,  p,  31),  the  Defense  Science  Board  Task 
Force  on  IB&D  (Ref.  105,  p.  5)  and  the  DOD. (Ref . 126,  p.  2) 
Support  for  liberalization  within  the  DOD  is  mainly  at  the 
OSD  staff  level.  The  arguments  in  favor  of  a liberalized 
policy  in  this  area  are  mainly  philosophical — contractors 
should  be  free  to  diversify  to  create  a broader  business 
base,  relevancy  tests  are  inconsistent  with  the  concept  of 
IR&D  as  company-funded,  and  so  forth. 

Senator  Proxmlro  argues  that  the  PMR  requirement  has 
not  been  effective  since  few  if  any  ceilings  have  been 
lowered  because  of  the  requirement.  He  asrerts  that  this  is 
because  of  contractor  "brochuromanship"  and  not  a true 
potential  relationship  although  ho  provides  no  support  for 
this  assertion.  (Ref.  103,  p.  S17517)  Admiral  Rickover  has 
a similar  view;  ",  . . the  Department’s  interpretation  of 
what  makes  projects  have  a potential  military  relationship 
is  quite  liberal."  (Ref.  104,  p.  118)  Both  men  advocate 
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basically  the  same  solution--require  that  projects  have  a 
direct  benefit  to  the  military. 

In  summary,  a great  deal  of  energy  has  gone  into  arguing  j 

over  the  merits  of  an  agency  relevancy  requirement  even  though 
it  has  had  little  impact  on  contractor  recovery  of  costs. 

However,  the  requirement  may  well  have  utility  to  the  DOD  in 
precluding  gross  redirection  of  effort  to  non-DOD  areas. 

Thus,  there  seems  to  be  little  benefit  to  the  DOD  to  relax  ! 

this  requirement.  Changing  the  requirement  to  direct 

relevancy  would  preclude  support  for  most  research  which,  j 

i 

ultimately,  will  benefit  the  DOD.  } 

4.4.5.  Patent  and  Data  Rights 

i 

Background  j 

The  DOD  policy  on  patent  and  data  rights  on  items  result-  ■ 

ing  from  IR&D  was  the  subject  of  much  discussion  in  the  early  I 

I. 

1960s  and  the  DOD  policy  was  clearly  stated  in  several  letters  j 

during  that  priod  of  time: 

it 

{ 

"The  Government,  does  not  - and  should  not  - automatically 
acquire  rights  in  technical  data  resulting  from  a con-  ' 

tractor's  independent  research  and  development,  even  j 

though  the  costs  may  be  said  to  have  been  substantially 
paid  for  by  the  Government  through  the  Government's  ' 

purchase  of  the  company's  products  or  services." 

(Ref,  18,  p.  5)  ) 

, 

The  fundamental  rationale  for  the  above  policy  was  summarized  * ; 

i 

£ 

as  follows: 

"In  short,  it  is  the  policy  of  the  Department  of  Defense 
that  we  should  pay  our  fair  uhare  of  a contractor's 
normal  and  reasonable  costs,  including  IR&D  costs, 
with  the  Government  acquiring  no  greater  rights  than 
accrue  to  any  other  customer  buying  the  contractor's 
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products  or  services.  In  this  respect  we  should  not 
deal  with  companies  heavily  engaged  in  defense  work 
on  a less  favorable  basis  than  with  companies  pre- 
dominate engaged  in  commercial  work.  We  believe 
that  this  policy  is  most  likely  to  assure  a Continu- 
ing flow  of  new  technology  of  Importance  to  the 
national  defense."  (Ref.  18,  p.  6;  see  also  Refs.  17 
and  20) 

The  GAO  challenged  the  DOD  policy  on  patent  rights  in 
its  draft  report  on  IR&D  in  1968  and  suggested  that  the  DOD 
should  receive  royalty-free  license  rights  to  inventions 
arising  from  IR&D.  (Ref.  40,  p.  89).  However,  the  DOD 
rejected  the  GAO  suggested  changes  in  policy.  (Ref.  127) 

The  patent  and  data  rights  issue  was  reviewed  by  senior 
defense  officials  again  in  early  1!P70  prior  to  approval  of 
the  new  DOD  policy  statement  on  IR&D/B&F.  Secretary  Packard 
approved  the  continuation  of  the  DOD  policy  of  not  acquiring 
rights  to  technical  data  and  patents  arising  from  IR&D 
programs.  (Ref.  54) 


Current  Issue 

This  is  one  of  the  few  policy  areas  in  which  the  DOD 

policy  is  at  an  extreme  limit.  In  this  case  industry  fully 

supports  the  DOD  policy  on  the  basis  that  IR&D  efforts: 

"...  are  company  initiated  and  company  funded  within 
the  indirect  costs  of  doing  business.  The  Government 
acceptance  of  its  share  of  these  costs  appropriately 
allocated  to  Government  contracts  is  no  different  than 
any  other  customer's  payment  of  these  costs  included 
in  the  purchase  pric.o  of  a company's  products  or 
services.  As  any  other  customer,  the  Government 
benefits  from  Improved  products  or  services  resulting 
from  inventions  conceived  during  IR&D.  Equity  demands 
the  company  retain  title  to  its  own  inventions  and 
patents."  (Ref.  115,  p.  32) 
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Senator  Proxmire  and  Admiral  Kickover  both  criticize 
the  DOD  policy  on  patent  and  data  rights  on  the  basis  that 
the  DOD  can  reimburse  a contractor  for  a substantial 
portion  of  his  IR&D  and  yet  the  contractor  retains  all 
rights  to  inventions,  patents  and  technical  data  developed 
under  these  programs,  Admiral  Rickover  cited  one  example 
of  an  automatic  welding  machine  which  wad  enveloped  under 
IR&D  in  a military  division,  transferred  to  a commercial 
division,  then  marketed  to  defense  contractors  who  passed 
on  the  royalty  charges  to  the  DOD,  Both  men  argue  that 
this  policy  gives  the  large  defense  contractors  a sub- 
stantial competitive  advantage  over  smaller  firms.  Further, 
they  contrast  the  DOD  policy  to  that  of  the  AEC  which 
provides  a mechanism  for  acquiring  patent  and  data  rights 
if  the  AEC  makes  a significant  contribution.  (Ref,  103, 
p.  S17518  and  Ref.  104,  p.  120)  Neither  man  mentioned  that 
the  GAO  had  earlier  reported  that  because  of  the  nominal 
AEC  participation  in  contractor  IR&D  costs,  there  had  been 
no  Instances  under  which  either  patent  or  data  rights  were 
acquired  by  the  AEC.  (Ref,  40,  p.  43)  Two  Air  Force 
lawyers  also  criticized  the  DOD  policy  in  a recent  article, 
(Ref.  128) 
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In  summary,  this  is  one  of  the  few  areas  in  which  DOD 
policy  is  at  an  extreme  limit.  This  gives  rise  to  charges 
of  inequities  but  the  real  cost  of  the  policy  has  yet  to 
be  demonstrated.  One  or  even  a few  "horror"  cases  hardly 
Justify  a major  policy  change.  However,  if  tho  current  policy 
can  be  shown  to  have  a high  cost  to  the  DOI}  then  a policy 
change  may  be  in  order. 

4,4.6.  Cost  Classification 

This  problem  was  mentioned  in  Section  3.1.  as  an  area 
of  concern  during  the  1960s,  During  those  years,  there  was 
a ceiling  only  on  IR&D.  Bid  and  proposal  and  other  technical 
overhead  costs  were  not  covered  by  ceilings.  Consequently, 
there  was  considerable  concern  regarding  tho  migration  of 
IR&D~typo  work  into  the  areas  which  had  no  ceilings.  An 
attempt  was  made  to  solve  both  of  these  problems  in  the  1971 
cost  principles.  A coiling  was  placed  on  bid  and  proposal 
costs  and  they  were  made  interehangablc  with  IR&D.  The  IR&D 
and  B&P  definitions  were  broadonod  to  include  additional 
efforts  which  were  felt  to  be  a legitimate  part  of  IR&D/B&P 
(e.g,,  systems  and  other  concept  formulation  studies). 

Other  technical  efforts  which  were  not  research  and  develop- 
ment in  nature  wore  to  be  placed  in  other  overhead  categories 
(e.g.,  maintenance  of  complex  test  equipment).  Thus,  this 
problem  was  to  have  been  solved. 


While  the  magnitude  of  this  problem  may  have  been 
lessened  by  the  actions  taken  in  1971,  it  has  not  been  solved — 
only  shifted  to  new  areas.  Today,  there  are  ceilings  on  IR&D 
and  B&P  costs.  However,  there  are  other  overhead  areas  which 
include  technical  activities  or  efforts  by  technical  personnel 
(e.g.,  manufacturing  and  production  engineering,  standardiza- 
tion efforts,  selling  costs,  and  so  forth)  which  are  not 
constrained  by  ceilings.  Thus,  the  gray  areas  between  costs 
covored  by  ceilings  and  costs  not  covered  by  ceilings  have 
not  been  eliminated  but  only  shifted  to  different  areas. 

One  other  development  in  this  area  during  the  1970s  is 
that  the  Technical  Evaluation  Group  haw  been  designated  to 
support  contracting  officers  in  resolving  these  problems. 

During  the  last  three  years  the  Air  Force  IR&D  Technical 
Manager  has  participated  in  about  one  dozen  cost  classifica- 
tion cases.  There  are  indications  that  the  frequency  of 
cases  is  increasing  ay  the  auditors  and  plunt,  representative 
personnel  sharpen  their  reviews  in  these  areas. 

In  summary,  it  does  rot;  appear  to  the  author  that  there 
is  any  way  to  avoid  a cost  classification  problem  so  long  as 
some  areas  of  indirect  cost  are  capped  with  ceilings  and 
other  areas  have  no  similar  limitation.  Further  fine- 
tuning  of  definitions  will  certainly  not  eliminate  the 
problem.  One  way  to  avoid  the  problem  is  to  develop  proce- 
dures for  capping  all  areas  of  overhead  not  just  one  or  two 
select  items.  Then,  the  contractor  would  be  free  to  make 
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trade-offs  between  the  indirect  cost  categories  without  im- 
pacting DOD  cos  Is  on  negotiated  contracts. 

4,5,  Government- Wide  Policy 

A serious  attempt  was  made  during  the  early  1960s  to 
develop  a Government-wide  policy  on  IR&D.  However,  the  DOD 
and  AEC  were  never  able  to  reconcile  their  differences  and 
there  is  no  uniform,  Government-wide  policy  today. 

The  Commission  on  Government  Procurement  recommended 
that  IR&D  receive  uniform  treatment,  Government-wide  but 
made  provision  for  exceptions  which  would  be  treated  by  the 
Office  of  Federal  Procurement  Policy.  (Ref.  1,  pp.  31  and 
39)  The  industry  has  generally  supported  a common  policy 
for  all  Government  agencies.  (Ref,  115,  p.  34)  The  GAO 
recently  surveyed  Government  agencies  for  their  views  on 
this  topic  and  found  no  unanimity  among  federal  officials 
on  the  need  for  uniform,  Government-wide  policy  on  IR&D. 
However,  the  GAO  expressed  its  support  of  the  recommendation 
of  the  Commission  on  Government  Procurement.  The  Executive 
Branch  Position  on  the  Commission  on  Government  Procurement 
IR&D  recommendation  is  currently  being  staffed  through  the 
government  agencies.  The  recommended  position  is  to  use 
the  DOD  policy  and  procedures  as  the  standard  with  one 
exception — the  agency  relevancy  requirement  would  be  broad- 
ened to  a government-wide  requirement.  The  recommendation 
also  provides  a mechanism  for  exceptions  to  the  standard 
policy.  (Refs.  129  and  130)  The  outcome  of  this  effort 
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will  not  be  known  until  the  various  government  agency  positions 
are  formally  established.  However,  the  recent  creation  of 
tho  Energy  Research  and  Development  Administration  (incor- 
porating the  R&D  elements  of  the  AEC)  could  lead  to  greater 
unanimity  in  this  area, 
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SECTION  V 


SUMMARY 

The  spectrum  of  possible  IR&D  policy  ranges  from  direct 
contracting  for  all  R&D  (no  IR&D) , which  gives  the  DOD  and 
Congress  complete  control,  to  contractor  full-recovery  of 
all  IR&D  costs,  which  gives  industry  essentially  complete 
freedom  in  this  area.  However,  optimum  DOD  policy  would 
probably  not  be  at  either  of  these  extremes  but  would  be 
"balanced"  somewhere  between,  The  current  DOD  policy  in 
essentially  all  areas  is  sufficiently  balanced  to  incur  the 
criticism  of  "hard  liners,"  such  as  Admiral  Kickover  and 
Senator  Proxmire,  as  well  as  "industry"  spokesmen,  such  as 
the  Tri-Association  Ad  Hoc  IR&D/B&P  Committee  and  the 
supporters  of  the  majority  recommendation  of  the  Commission 
on  Government  Procurement.  There  are,  no  doubt,  improvements 
which  can  be  made  in  DOD  policy  and  administration.  However, 
proposed  changes  should  be  extensively  researched  prior  to 
implementation  becauso  of  the  complexity  of  the  IR&D  area 
tends  to  obscure  the  outcome  of  policy  changes. 

The  future  evolution  of  the  DOD  policy  is  highly  depen- 
dent upon  events  which  are  about  to  unfold.  The  final  report 
on  the  GAO  in-depth  investigation  will  have  a significant 
impact.  Further,  the  Senate  Armed  Services  Committee  plans 
to  hold  hearings  on  IR&D  during  the  FY  76  budget  cycle. 

During  the  last  Congressional  review  of  this  area,  the  Senate 
supported  Congressional  controls  while  the  House  tended  to 


1 


prefer  DOD  administrative  solutions.  What  will  evolve  this 
year  is  uncertain  because  the  key  House  supporters  of  IR&D 
are  no  longer  members  of  Congress.  Consequently,  the  indus- 
try and  DOD  may  find  it  more  difficult  to  preclude  further 
legislative  restrictions  this  year  than  in  the  past. 

, In  conclusion,  it  appears  the  current  DOD  pelicy  is,  in 
the  main,  a reasonable  balance  of  good  stewardship  of  the 
taxpayers  funds  and  satisfaction  of  the  needs  of  industry. 

It  is  doubtful  that  major  changes  can  be  made  without  dis- 
rupting this  balance  to  the  disadvantage  of  the  Department 
of  Defense. 
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APPENDIX  A 


POD  IR&D  COST  PRINCIPLES  (1959) 


15-205.15  Umareh  and  DtvtlopmitU  Oorit, 

(ft)  Basie  rosearch,  for  the  purpOie  of  this  Pfcrt  2,  is  that  type  of  research 
wldch  Sa  dirootcil  toward  incroaso  of  knowledgo  iu  ecicnco.  In  such  research, 
tho  primary  aim  of  Ute  investigator  li  a fuller  knowledge  or  understanding  of 
tko  subject  undor  study,  rathor  thatl  any  practical  application  thcroof,  Aipnqd 
research,  lor  tho  purposo  of  tills  Pftrt  2,  consist*  of  tliftt  typo  of  oTiort  which 
(i)  normally  follow*  basic  rosoaroh,  but  mfty  hot  bo  sovorable  from  tho  rolatod 
basic  rosearch,  (ii)  attempt*  to  datormino  ftnd  expand  ill*  potontialitioft  of  now 
scientific  discoveries  or  improvement*  • in  IaOhriology,  materials,  processes, 
methods,  devices,  and  techniques,  abd  (Ui)  alLonipts  to  “adrSeco  the  state  of 
the  art.1’  Applied  rosoaroh  does  not  includo  imp  iuoh  ditorts  when  their  prin- 
cipal aim  la  the  design,  development,  ot  test  of  spoctflo  articles  or  sorvioes  to  hi 
offered  for  sole,  which  are  within  the  definition  of  tlio  term  development  aa 
hereinafter  provided, 

(b)  Dovolopmont  Is  the  systeniatlo  use  of  bciontiilo  knowledge  which  is 

directed  toward  th*  production  of,  or  improvemonii  in,  useful  product#  to  moot 
specific  performance  requirements,  but  excldsi  •«  of  manufacturing  and  produo* 
tion  onginooring,  ■ • 

(c)  A contractor'*  independent  resoaren  and  development  is  that  research 
and  development  wltich  Is  not  sponsored  by  a contract,  grant,  or  other  arrange* 
moot. 

(d)  A contractor’s  costs  Of  independent  research  as  defined  in  (a)  and  (o) 
above  shall  be  allowable  as  indirect  costs  (subject  to  paragraph  (h)  below), 
provided  they  are  allocated  to  all  work  of  tho  contractor. 

(e)  Costs  of  contractor’s  independent  development,  as  defined  in  (b)  and 
(c)  above  (subject  to  (U)  below),  are  allowable  to  tlic  extent  that  snr,h‘ develop- 
ment is  related  to  the  product  lines  lor  winch  the  Government  lies  contracts,* 
provided  tho  cosLb  aro  reasonable  m amount  and  are  allocated  as  indirect  costs 
to  all  work  of  the  contractor  on  such  product  lines.  In  cases  whore  a con- 
tractor’s normal  courto  of  business  dooft  not  involve  production  work,  the  cost 
of  independent  development  is  allowable  to  the  extent  that  such  development  is 
related  and  allocated  as  an  indiroct  cost  to  tho  field  of  effort  of  Government 
research  uhd  development  contracts. 

(f)  Independent  research  and  development  costs  shall  includo  an  amount 
for  tho  absorption  of  their  appropriate  share  of  indirect  and  administrative 
costs,  unless  the  contractor,  la  accordance  with  bis  accounting  praetico*  oon- 
sistonlly  appliod,  treats  such  costs  otherwise. 

(g)  Research  and  development  costs  (including  amounts  capitalised), 
regardless  of  thoir  nature,  which  wero  incurred  in  accounting  periods  prior  to 
the  award  of  a j articular  contract,  axe  unallowable  except  whore  Allowable  as 
precontract  costs.  (See  15-205.30.) 
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(h)  The  reasonableness  of  expenditure*  for  independent  research  and 
development  should  be  dotorminod  in  light  of  all  portinont  considerations  such 
as  provious  contractor  research  and  development  activity,  cost  of  past  programs 
and  changes  in  science  and  technology.  Such  expenditures  should  be  pursuant 
to  a broad  planned  program,  whioh  is  reasonable  in  scope  and  well  managed. 
Such  expenditures  (especially  for  development)  should  be  scrutinised  with 
great  care  in  connection  with  contractors  whose  work  is  predominantly  or sub- 
stantially with  the  Government.  Advanes  agreements  ss  described  in  16-107 
are  particularly  important  in  this  situation.  In  recognition  that  ooat  sharing 
of  tho  contractor's  independent  rceoarch  and  dovelopmont  program  may  pi*, 
vido  motivation  for  more  efficient  accomplishment  of  such  pregram,  it  ie 
desirable  in  earne  oasee  (hat  the  Government  boar  less  than  an  allocable  sham 
of  the  total  cost  of  the  program.  Under  theso  cireumstancoe,  the  following 
aro  among  tho  approachoa  which  may  be  ueed  as  tho  basis  for  agreeraont: 
(i)  roviow  of  the  contractor’s  proposed  independent  research  and  development 
program  and  agreement  to  accept  the  allocable  coete  of  specifio  projects; 
(it)  agreement  on  a maximum  dollar  limitation  of  coats,  an  allocable  portien 
of  which  will  be  accepted  by  the  Government;  (til)  an  agreement  to  accept  the 
allocable  share  of  a percentage  of  the  contractor’s . planned  research  and  de- 
velopment program. 
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9-15.205-35  Research  and  development  costs. 

(a)  AEC  does  not  accept  a guneral  allocation  of  independent  re- 
search and  development  coats.  Such  costs  are  considered  unallow- 
able except  to  the  extent  specifically  set  forth  in  the  contract. 
Research  and  development  costs  may  be  made  allowable  only  to  the 
extent  to  which  they  provide  a direct  or  indirect  benefit  to  the 
contract  work. 

(b)  Independent  research  and  development  may  be  determined  to 

be  of  benefit  to  the  contract  work  when  ifc  is  in  the  general  field 
of  the  contract  work  and  where  the  results  may  well  have  some 
future  bearing  on  the  contract  work.  The  words  "direct  or  in- 
direct benefit"  are  used  to  allow  some  flexibility  and  to  per- 
mit some  basic  research  In  the  general  field  of  the  contract 
work. 

(c)  The  determination  that  an  Independent  research  and  develop- 

ment project  is  of  benefit  to  the  contract  requires  the  exercise 
of  technical  Judgment.  It  is  not  sufficient  that  the  project  re- 
late to  the  field  of  atomic  energy;  technical  staff  must  find 
that  it  is  related  to  the  contract  work.  Areas  of  Interest  which 
may  relate  to  the  contract  work  include:  Technological  methode 

or  processes,  materials  research,  work  in  the  same  technical  field, 
etc.  ?or  example,  independent  materials  research  on  aluminum  alloy 
properties  might  be  related  to  the  contract  wor)c  if  a contract  con- 
cerns the  manufacture  of  fuel  elements  using  aluminum  alloy.  Beryl- 
lium research,  on  the  other  hand,  would  not  be  relevant  in  this 
case.  Such  research  might,  however,  relate  to  other  AEC  contracts. 
In  master  contracts  or  in  contracts  where  several  tasks  are  in- 
volved, to  be  of  benefit  the  independent  research  and  development 
project  must  relate  to  one  or  more  of  the  tasks. 

(d)  A technical  appraisal  of  each  of  the  projects  included  in 

the  contractor's  independent  research  and  development  program  is 
necessary  to  Identify  any  that  may  be  acceptable  under  the  abeva 
principle  for  allocation  to  the  AEC  contract  work.  In  addition 
to  excluding  any  projects  which  do  not  provide  a direct  or  in- 
direct benefit  to  the  AEC  contract  work,  the  following  shall  also 
be  excluded:  (1)  Any  research  and  development  projects  primarily 
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of  a promotional  nature,  such  as  projects  directed  toward  the  de- 
velopment of  new  business  or  projects  connected  with  proposals  far 
new  business  (e.g.,  a new  reactor  concept  the  contractor  wantB  to 
sell)  , (2)  any  studies  or  projects  which  are  in  fact  undertaken 
in  whole  or  in  part  for  other  sources,  and  (3)  any  such  otherwise 
acceptable  project  which  duplicates  research  and  development  work 
sponsored  by  AEC.  The  coat  of  research  and  development  which  has 
not  met  the  test  of  benefit  to  the  contract  work  should  be  ex- 
cluded from  any  distribution  of  allocation  of  overhead  to  the  con- 
tract . 

(e)  Where  technical  staff  or  proper  skill  and  qualification  is 
not  available  or  the  questions  cannot  be  easily  resolved  by  Field 
Offices,  Headquarters  staff  should  be  called  into  consultation. 

(f)  After  segregating  the  research  and  development  which  has 
been  determined  to  be  of  benefit  to  the  nEC  contract  work,  the 
cost  thereof  shall  be  allocated  to  the  contract  work  using  the 
method  approved  by  ABC  for  the  distribution  of  other  overhead  ex- 
penses. 

(g)  When  ABC  is  the  predominant  customer,  special  consideration 
must  be  given  to  whether  the  independent  research  and  development 
of  benefit  to  the  contract  work  should  be  performed  as  part  of  the 
contract  work.  This  la  necessary  to  avoid  the  apportionment  te 
the  AEC  of  most,  if  not  all,  of  independent  research  and  develop- 
ment costs  over  which  the  AEC  would  have  no  direct  control.  Only 
an  amount  which  is  reasonable  under  the  circumstances  should  be 
allowed.  Contracting  officers  may  find  it  desirable  to: 

(1)  Specify  a maximum  dollar  limitation  of  independent  research 
and  development  cobts,  an  allocable  portion  of  which  will  be  ac- 
cepted by  ABC,  or  an  allocable  share  of  a percentage  of  the  con- 
tractor’s Independent  research  and  development  program  which  will 
ha  accepted  by  AEC. 

(2)  Obligate  the  contractor  to  give  the  contracting  office  ad- 
vance notice  of  any  termination  of  an  accepted  project  or  changes 
which  require  the  contracting  officer's  approval. 

(h)  Where  AEC  shares  in  the  cost  of  an  independent  research  sad 
development  * project  of  a contractor  or  subcontractor  and  its 


l The  term  "independent  research  and  development"  means  either  research  or  de- 
velopment or  both.  Because  of  the  insignificant  amount  involved,  the  situation 
covered  by  9-15.205-35(k)  does  not  involve  a contribution  to  a contractor's 
independent  research  and  development  project,  within  the  meaning  of  this  section. 

B - 2 


MVmbt;  mm  e—*1'— — — ■ ■ * - 

hsl mm 


j 

I 

a 

i 

r. 

? 


> 


j 

i 


i 

j 


i 

f 

» 

i 


i 


i 


share  of  the  cost  (predetermined  or  actual)  bears  the  percentage 
relationship  indicated  below  to  the  total  cost  of  such  project 
during  the  contractor's  or  subcontractor' a annual  accounting  pe- 
riod, the  following  rights  shall  be  obtained  in  and  to  technical 
data  and  inventions  or  discoveries  made  or  conceived  in  the  course 
of  or  under  such  project  during  the  contractor's  or  subcontractor's 
accounting  period) 


ABC's  share 

Less  than  20 
parcant. 


20  percent  or 
more,  but 
lass  than 
75  percent. 


75  percent  or 
more. 


Technical  data  acquired  Patent  rights  acquired 

Summary  reports , to  tha  extent  Bone 
requested  by  ABC,  will  ba  fur- 
nished on  specific  Independent 
research  and  development  projects. 

Summary  reports  shall  be  furbished  Nonexclusive,  ir- 
of  the  pertinent  XR&D  project  in-  revocable,  pald- 
dicatlng  the  progress  and  sped-  up  license  to  ABC 
fylng  whether  any  inventions  or  for  ABC  purposes, 
discoveries  were  made  or  cbhfceived 
during  the  pertinent  accounting  pe- 
riod and,  if  requested  by  ABO,  a 
complete  and  detailed  technical  re- 
port shall  also  be  furnished. 

All  technical  information  and  data  Nonexclusive,  ir- 
on IRtf)  projects  will  be  furnished  revocable,  pald- 
ABC  for  dissemination  and  use  as  up  license  to  the 

ABC  sees  fit,  but  Insofar  as  such  Government  tdt  all 

technical  information  and  data  dls-  purposes,  with  the 
close  patentable  subject  matter,  right  to  grant  sub- 
the  same  will  not  be  disseminated  licenses  for  all 
until  patenting  action  has  been  purposes, 
taken. 


Upon  a determination  of  the  percentages  st  hereinabove  provldad,  the 
appropriate  patent  and  technical  data  provision  shall  ba  incorpo- 
rated in  tha  contract  in  accordance  with  AECPR  9-4.5019. 

(1)  Determination  of  tha  parcantaga  of  ABC's  shara  of  tha  coat 
of  a contractor's  independent  RAD  project  shell  be  made  on  the 
basis  of  the  share  of  such  coot  provided  by  all  ABC  contracts  and 
subcontracts  during  tha  contractor's  or  subcontractor's  annual 
accounting  period. 

(j)  Tha  field  office  with  the  predominant  contract  interest  will 
be  responsible  for  determining  the  percentage  of  the  total  support 
provided  or  to  be  provided  by  ABC  when  ABC  shares  in  the  costs  of 
an  Independent  research  and  development  project  and  for  including 
the  appropriate  contract  provisions  required. 


(k)  When  the  cost  of  the  work  Involved  In  segregating  the  inde- 
pendent reeeerch  and  development  which  benefits  the  contract  work 
ie  disproportions te  to  the  amounts  involved,  'a  flat  amount  not  ex- 
ceeding either  (1)  5 percent  of  the  contractor's  total  estimated 
cost  of  Independent  research  and  development,  or  (2)  3 percent 

of  the  total  estimated  cost  of  direct  labor  and  material  under  the 
contract,  whichever  la  less,  may  be  negotiated. 

(l)  The  costs  of  independent  research  and  development,  whether 
or  not  accepted  as  allowable  cost,  shall  include  an  amount  for 
absorption  of  their  appropriate  share  of  related  indirect  and 
administrative  costa. 

(m)  As  in  any  overhead  determination,  there  shall  be  proper 
coordination  among  field  offices  (and  Headquarters , where  de- 
sirable) in  determining  the  amount  of  independent  research  and 
development  which  is  allowable  where  mors  than  one  office  has 
a contract  or  contracts  with  the  asms  contractor.  Where  the 
amount  la  significant  and  more  than  one  office  is  involved,  the 
guidance  of  Headquarters  should  be  sought. 

(n)  Any  limitation  on  the  reimbursement  of  independent  re- 
search and  development  is  not  to  be  used  to  justify  an  increase 
in  the  fee. 
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APPENDIX  C 


SECTION  203,  PUBLIC  LAW  91-441 


•so.  SO*.  (a)  Fundi  authorixed  for  appro- 
priation to  th*  Department  of  Dafansa  un- 
der th*  provisions  of  this  Aat  or  any  other 
Aot  shall  not  bo  available  ror  payment  of 
independent  rtoooroh  end  development,  bid 
and  proposal,  or  other  teehnloal  (Sort  eoota 
unites  the  work  for  whlob  pajmont  U mad# 
U relevant  to  tho  funotlona  w oporatlona  of 
the  Department  of  Defenee  and  unleu  the 
following  condition!  are  met— 

(1)  the  tec  rotary  of  Defenae,  prior  to  at 
during  each  fleoal  rear,  negotlatae  advance 
agreement!  establishing  a dollar  celling  on 
euob  cotta  with  all  oompanlu  which  dur- 
ing their  laat  preceding  dual  pear  received 
more  than  *1, 000,000  of  independent  re- 
search and  development,  bid  and  propoeal,  or 
other  technical  effort  payment!  from  the 
Department  of  Detenu,  the  advMioe  agree- 
ment! thus  negotiated  (A)  to  cover  the 
Orel  decal  year  of  each  euoh  company  be- 
ginning on  or  after  the  beginning  of  each 
fleoal  year  of  the  Federal  Government  and 
(•)  to  be  ooncluded  either  directly  with 
each  euch  oompany  or  with  thou  product 
dlvlalona  of  each  such  oompany  which  con- 
tract directly  with  the  Department  of  Da- 
ferue  and  themeelvee  received  more  than 
WHO ,000  of  euoh  payment*  during  their 
company’!  last  preceding  dacal  year. 

(HI  the  Independent  research  and  devei- 
opmant  porUona  of  tt>w  advance  agreement! 
thus  negotiated  are  based  on  oompany  sub- 
mitted plans  on  each  of  which  a technical 
evaluation  Is  performed  by  th*  Department 
of  Detenu  prior  to  or  during  th*  flaesl  year 
covered  by  euch  advance  agrumant: 

It)  no  payments  for  Independent  research 
and  development,  hid  and  propoeal,  and  othar 
technic*)  effort  ooeta  are  made  by  th*  De- 
partment of  Defense  to  any  company  or 
product  division  with  which  an  advanM 
agrumant  Is  required  by  Subsection  (a)(1) 
of  this  section,  except  pursuant  to  tha  term* 
of  that  agrumant;  and 
(4)  th*  total  dollar  value  of  th*  advance 
agveenient*  negotiated  prior  to  or  during  a 

Siren  Banal  year  a*  required  under  iubeeo- 
lon  (a)(1)  of  this  section  does  not  eaoeed 
a sailing  to  he  established  annually  by  tha 
Oneigrue, 


(b)  In  th*  event  negotiations  are  held  with 
any  oompany  or  produet  division  with  whtoh 
they  are  required  under  aubaaotloti  (a)(1)  eg 
this  section,  hut  no  agrumant  la  reached 
with  any  such  oompany  or  product  division — 

(i)  ao  payments  for  Independent  reeoarch 
and  development,  bid  and  proposal,  and 
othar  technical  effort  ooeta  shall  he  made 
to  auy  such  company  or  product  division  dur- 
ing the  dual  year  for  which  an  agreement 
wu  not  reached,  except  In  an  amount  sub- 
stantially lam  than  the  amount  which,  in 
the  opinion  of  tha  Department  of  Defense, 
such  company  or  produot  division  would 
otherwiu  have  been  entitled  to  reoelve;  and 

(9)  tha  amount  of  money  received  by  that 
oompany  for  tndapandint  research  and  de- 
velopment, bid  and  proposal,  and  other  tech- 
nical effort  ooeta  during  Its  laat  preoedlng 
fiscal  year  shall  ho  Included  In  determining 
compliance  by  tha  Department  of  Defease 
wlt'i  tha  celling  established  by  Congrats, 
pursuant  to  subsection  (a)(4)  of  this  ate* 
tlon,  for  the  fieoel  year  in  quutlon, 

(c)  Th*  Secretary  of  Defense  shall  submit 
sn  annual  report  to  th*  Centres*  on  or  be- 
fore January  SI,  IBID,  and  on  or  before  Janu- 
ary 11  of  each  succeeding  year,  uttlng  forth— 

( 1 ) thou  companies  with  which  negotia- 
tions wart  held  pursuant  to  aubaoctlon 
(a)  (1)  of  this  section  prior  to  or  during  tho 
preoeding  fiscal  year,  together  with  tha  result 
of  thou  negotiations: 

(9)  th*  manner  of  his  oompllane#  with  th* 
celling  utebltshsd  by  Congress  for  th*  pre- 
ceding fleoal  ytar  pursuant  to  subsection  (a) 
(4)  of  thleeeotlon;  and 

(9)  th*  latest  available  Defense  Contract 
Audit  Agency  statistics  on  th*  Independent 
ruujrch  and  dsv»iopm*nt,  hid  and  proposal, 
uid  other  technical  effort  payment*  mad* 
to  major  detent*  contractors  whether  or  not 
covered  by  subnotion  (a)(1)  of  this  section, 

(d)  Th*  provision*  of  tht*  section  shall 
apply  only  to  contract*  for  which  tha  sub- 
mission and  certification  of  oo*t  or  pricing 
data  are  required  In  accordance  with  sec- 
tion tlM(f)  of  title  10,  United  Statu  Code. 

(a)  Th*  oetitng  to  be  utabllshed  pursuant 
to  eubeactlcn  (a)(4)  of  tht*  section  tor  fleoal 
year  ending  June  so,  1971,  shall  be  0090,- 
000,000, 

(f)  Section  400  of  Public  Law  91-191  (to 
■tat.  904)  la  htrsby  repealed. 
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15-205.35  Independent  Research  and  Development  Coin. 

(a)  Definitions.  A contractor'll  independent  research  and  development  effort 
(IR&D)  ia  that  technical  effort  which  is  not  sponsored  by,  or  required  in  per- 
formance of,  u contract  or  grunt  and  which  consists  of  projecta  falling  within  the 
following  three  arena:  (i)  buaic  and  applied  reaearch,  (il)  development,  und  (iii) 
aystema  and  other  concept  formulation  atudiea.  IR&D  effort  ahull  not  include 
technical  effort  expended  in  the  development  and  preparation  of  technical  data 
specifically  to  support  the  submiaaion  of  a bid  or  proposal.  For  the  purpoacs  of 
this  paragraph: 

(I)  Vatic  research  ia  that  research  which  is  directed  toward  increase  of 
knowledge  in  science.  The  primary  aim  of  basic  reaearch  ia  a fuller  knowledge  or 
understanding  of  the  subject  under  study,  rather  than  any  practical  applicutbn 
thereof. 

<2)  Applied  research  ia  that  effort  which  (A)  normally  follows  basic 
research,  but  may  not  be  severable  from  the  related  basic  research,  (B)  attempts 
to  determine  and  exploit  the  potential  of  scientific  discoveries  or  improvements  in 
technology,  materials,  processes,  methods,  devices,  or  techniques,  and  (C)  at- 
tempts to  advance  the  stute  of  the  art.  Applied  research  docs  not  include  efforts 
whose  principal  aim  is  design,  development,  or  test  of  specific  items  or  services  to 
be  considered  for  sale;  these  efforts  are  within  the  definition  of  the  term 
development,"  defined  below. 

(3)  Development  is  the  systematic  use,  under  whatever  name,  of  scientific 
end  technical  knowledge  in  the  design,  development,  test,  or  evaluation  of  e 
potential  now  product  or  service  (or  of  an  improvement  in  an  existing  product  or 
service)  for  the  purpose  of  meeting  specific  performance  requirements  or  objec- 
tives. Development  shall  include  the  functions  of  design  engineering,  prototyping, 
and  engineering  testing. 

(4)  System t and  other  concept  formulation  studies  are  analyses  and  study  ef- 
forts either  related  to  specific  IR&D  efforts  or  directed  toward  the  identification 
of  desirable  new  systems,  equipments  or  components,  or  desirable  modifications 
and  improvements  to  existing  systems,  equipments,  or  components. 

(5)  Company  includes  all  divisions,  subsidiaries,  und  affiliates  of  the  con- 
tractor under  common  control. 

(b)  CoMfxtsItUm  of  Costs,  IK  AD  costs  shall  include  not  only  all  direct  costs, 
but  also  all  ullocuhlc  indirect  costs  except  that  general  und  administrative  costs 
•hall  not  be  considered  mineable  to  IR&D.  Both  direct  and  indirect  costs  shall  be 
determined  on  the  same  basis  as  if  the  IK&D  project  wore  under  contruut, 


(c)  Allocation . As  a general  rule,  IRAD  costs  shall  be  allocated  to  contracts 
on  the  same  basis  as  thc.gcncrnl  and  administrative  expense  grouping  of  the  profit 
center  (see  3-1003,3)  in  which  such  costs  are  incurred.  However,  where  IRAD 
costs  clearly  benefit  other  profit  centers,  or  the  entire  company,  such  costs  shall 
be  allocated  through  the  GAA  of  such  other  profit  centers  or  through  the  cor- 
porate G A A,  as  appropriate.  In  those  instances  when  allocation  of  IRAD  through 
the  GAA  base  docs  not  provide  equitable  cost  allocation,  the  contracting  officer 
may  approve  use  of  a different  base.  Where  allowable  IRAD  is  established  by  ad- 
vance agreement  pursuant  to  (d)(1)  below,  the  advance  agreement  shall  specify 
the  allocation  procedures. 

(d)  Allowability.  Except  as  provided  in  (e)  below,  costs  for  IRAD  are  allowa- 
ble only  in  nccordancc  with  the  following; 

(1 ) Companies  Required  to  Negotiate  Advance  Agreements  (CWAS-NA). 

(A)  Any  company  which  received  payments,  cither  as  a prime  con- 
tractor or  subcontractor,  in  excess  of  $2  million  from  the  DoD 
for  IRAD  and  BAP  in  a fiscal  year,  is  required  to  negotiate  an 
advance  agreement  with  the  Government  which  establishes  a 
ceiling  for  allowability  of  IRAD  costs  for  the  following  fiscal 
year.  Computation  of  the  amount  of  IRAD  and  BAP  costs  to 
determine  whether  the  $2  million  criterion  wo s reached  will  in- 
clude only  those  recoverable  IRAD  and  BAP  costs  allocated 
during  the  company’s  previous  fiscal  year  to  all  DoD  prime  con- 
tracts and  subcontracts  for  which  the  submission  and  certifica- 
tion of  cost  or  pricing  data  was  required  in  accordance  with  Sec- 
tion 2306(f)  of  Title  10,  United  States  Code.  The  computation 
shall  include  full  burdoning  in  the  same  manner  us  if  the  IRAD 
and  BAP  projects  were  contracted  for  except  that  O&A  will  not 
be  applied. 

(B)  When  a company  meets  the  criterion  in  (A)  above,  required  ad- 
vance agreements  may  be  negotiated  at  the  corporate  level 
and/or  with  those  profit  centers  (sec  3-1003,3)  which  contract 
directly  with  the  DoD  and  which  in  the  preceding  year  allocated 
recoverable  IRAD  and  BAP  costs  in  excess  of  $250,000  includ- 
ing burdening  as  in  (A)  above,  to  DoD  contracts  and  subcon- 
tracts for  which  the  submission  nnd  certification  of  cost  or  pric< 
ing  data  was  required  in  accordance  with  Section  2306(f)  of 
Title  10,  United  States  Code.  When  ceilings  arc  negotiated  for 
separate  profit  centers  of  the  company,  the  ullowability  of  IRAD 
costs  for  any  center  which,  in  its  previous  fiscal  year,  allocated 
less  than  $250,000  of  1RAI)  and  BAP  costs  to  such  DoD  con- 
tracts and  subcontracts  may  be  determined  in  accordance  with 
(d)(2)  below, 

(C)  Companies  which  moot  tho  threshold  in  (A)  above  shall  submit 
technical  and  financial  information  to  support  their  proposed 
IRAD  program  in  accordance  with  guidance  furnished  by  the 
Armed  Services  Research  Specialists  Committee,  Results  of  the 
technical  evaluation  performed  by  the  Armed  Services  Research 
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Specialists  Committae,  including  determination  of  potential  reta- 
tionsbiPi  will  be  made  available  to  the  contractor  by  the  cogni- 
sant Departmental  central  office. 

(D)  Ceilings  are  the  maximum  dollar  amounts  of  total  costs  for 
IR&D  work  that  will  be  allowable  for  allocation  to  all  work  of 
that  part  of  the  company's  operation  covered  by  an  advance 
agreement.  Within  the  ceiling  limitations  contractors  will  not  be 
required  to  share  IR&D  costs.  In  negotiating  a ceiling,  in  addi- 
tion to  other  consideration!,  particular  attention  must  be  paid  to 
such  factors  as: 

(i)  The  technical  evaluation  of  the  Armed  Services  Research  Specialists 

Committee  including  the  potential  relationship  of  IR&D  projects  to  a 

military  function  or  operation. 

(li)  Comporiron  with  previous  year's  programs  including  tha  level  of  the 

Oovernnent's  participation. 

(Ui)  Chang m in  the  Company's  business  activities. 

(E)  The  total  amount  of  IR&D  costs  allocated  to  DoD  contracts 
pursuant  to  this  subparagruph  ( i ) shall  not  exceed  the  total  of 
expenditures  for  IR&D  projects  with  a potential  relationship  to  a 
military  function  or  operation.  For  contracts  which  do  not  pro- 
vide for  cost  determinations  on  a historical  basis,  this  require- 
ment will  be  considered  to  have  been  met  if  the  estimated  IR&D 
costs  allocated  to  the  contract  do  not  exceed  its  proportionate 
share  of  the  total  estimated  costs  of  IR&D  with  a potential  rela- 
tionship to  a military  function  or  operation. 

(F)  No  IR&D  costs  shall  be  allowable  if  a company  falls  to  initiate 
negotiation  of  a required  advance  agreement  prior  to  the  end  of 
the  fiscal  year  for  which  the  agreement  is  required. 

(0)  When  negotiations  ure  held  with  a compuny  meeting  the  $2  mil- 
lion criterion  or  with  separate  profit  centers  (when  negotiations 
are  held  at  that  level  under  (B)  above)  and  an  advance  agree- 
ment Is  not  reached,  payment  for  IR&D  costs  is  required  to  be 
reduced  substantially  below  that  which  the  company  or  profit 
center  would  otherwise  have  received.  The  amount  of  such 
reduced  payment  shall  not  exceed  75%  of  the  amount  which,  in 
the  opinion  of  the  contracting  officer,  the  company  or  profit 
center  would  be  entitled  to  receive  under  an  advance  agree- 
ment. Written  notification  of  the  contracting  officer's  deter- 
mination of  a reduced  amount  shall  be  provided  the  contractor. 
In  the  event  that  an  advance  agreement  is  not  reached  prior  to 
the  end  of  the  contractor's  fiscal  year  for  which  such  agreement 
is  to  apply,  negotiations  shall  immediately  be  terminated  and  the 
contracting  officer's  determination  of  the  reduced  amount  shall 
be  fhrnishcd. 

(H)  Contractors  may  appeal  decisions  of  the  contracting  officer  to 
reduce  payments.  Such  appeal  shall  be  filed  with  the  contracting 
officer  within  30  days  of  receipt  of  a decision.  For  the  purpose 
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of  hearing  and  deciding  such  appeals,  each  department  will 
establish  an  appeals  hearing  group  consisting  of  the  following: 

(i)  A representative  to  be  designated  by  the  Assistant  Secretary  (Instal- 
lations and  Logistics)  or  the  Director,  DSA,  who  shall  be  Chairman; 

(ii)  A representative  to  be  designated  by  the  Assistant  Secretary 
(Research  and  Development)  or  ODDR&E  in  the  case  of  DSA;  and 

(iii)  A representative  to  be  designated  by  the  General  Counsel,  Judge  Ad- 
vocate General  of  the  Department  or  Counsel  of  DSA.  Determina- 
tions of  the  appeals  group  shall  be  the  final  and  conclusive  deter- 
mination of  the  Department  of  Defense. 

(I)  Advance  agreements  negotiated  shall  include  at  least  the  follow- 
ing: 

(i)  A separate  dollar  ceiling  for  IR&D.  However,  provision  shall  be 
made  permitting  the  contractor  to  recover  costs  for  IR&D  above  the 
negotiated  ceiling,  provided  that  recovery  of  B&P  costs  covered  by 
the  same  agreement  is  decreased  below  its  ceiling  by  a like  amount. 

(il)  A provision  stating  how  IR&D  costs  are  to  be  allocated  (see  (o) 
above). 

(ill)  A statement  that  the  costs  for  IR&D  work  recoverable  under  con- 
tracts citing  DoD  funds  subject  to  Section  203,  P.L.  91-441  limita- 
tions shall  not  exceed  A such  contracts'  allocable  share  of  the  ceil- 
ing, and  D the  total  costs  of  the  contractor's  IR&D  determined  to 
have  a potential  relationship  to  a military  function  or  operation. 

(iv)  A statement  that  estimated  costs  or  actual  costs  Incurred,  as  ap- 
propriate, not  in  excess  of  the  ceilings  negotiated  uhull  be  used  in  the 
pricing  of  all  contractual  actions  when  negotiations  are  based  on  ele- 
ments of  cost  and  in  final  price  determinations. 

(J)  Prior  to  the  execution  of  an  advance  agreement,  the  IR&D  fac- 
tor to  be  used  for  forward  pricing  mid  interim  billing  will  be 
developed  by  and  obtained  from  the  cognizant  central  office  of 
the  Department  responsible  for  negotiating  IR&D  advance 
agreements.  The  IR&D  factor  shall  exclude  estimated  or  actual 
costs  for  projects  considered  unrelated  to  a military  function  or 
operation, 

(2)  Companies  Not  Required  to  Negotiate  Advance  Agreements  (CWAS),  Al- 
lowable IR&D  costs  for  companies  not  required  to  negotiate  advance  agreements 
in  accordance  with  ( I ) above  shall  be  established  bv  it  formula,  either  on  a com- 
pany-wide basis  or  by  profit  centers,  computed  as  follows: 

(i)  Determine  the  ratio  of  IR&D  costs  to  total  sales  (or  other  base  ac- 
ceptable to  the  contracting  officer)  for  euch  of  the  preceding  three 
years  and  average  the  two  highest  of  these  ratios;  this  average  is  the 
IR&D  historical  ratio; 

(li)  Compute  the  average  annual  IR&D  costs  (hereafter  called  average), 
using  the  two  highest  of  the  preceding  three  years; 

(iii)  IR&D  costs  Tor  the  center  for  the  current  year  which  urc  not  In  ex- 
cess of  the  product  of  the  center's  uctuul  total  sales  (or  other  ac- 
cepted base)  for  the  current  year  and  the  IR&D  historical  ratio  com- 


puted  under  (i)  above  (hereafter  called  product)  shall  be  considered 
allowable  only  to  the  extent  the  product  does  not  exceed  120%  of 
the  average.  If  the  product  is  less  than  80%  of  the  average,  costs  up 
to  80%  of  the  average  shall  be  allowable. 

(iv)  Costs  which  are  in  excess  of  the  ceiling  computed  in  (ill)  above  are 
not  allowable  except  where  the  ceiling  computed  for  bid  and 
proposal  cost  under  IS-20S.3  is  reduced  in  an  amount  identical  to 
the  amount  of  any  increase  over  the  IR&D  ceiling  computed  in  (Ui) 
above. 

However , at  the  discretion  of  the  contracting  officer,  an  advance  agree- 
ment may  be  negotiated  when  the  contractor  can  demonstrate  that  the 
formula  would  produce  a clearly  inequitable  cost  recovery.  The  require- 
ments of  (d)(1)  above  are  not  mandatory  for  such  agreements. 

(e)  Deferred  Costs  CVVAS-NA),  IR&.D  costs  which  were  Incurred  in  previous 
accounting  periods  are  unallowable,  except  when  a contractor  has  developed  a 
specific  product  at  his  own  risk  In  anticipation  of  recovering  the  development 
costs  In  the  sale  price  of  the  product  provided  that: 

( 1 ) the  total  amount  of  IR&D  costs  applicable  to  the  product  can  be 
Identified, 

(2)  The  proration  of  such  costs  to  sales  of  the  product  Is  reasonable, 

(3)  The  contractor  had  no  Government  business  during  the  time  that  the 
costs  were  incurred  or  he  did  not  ullocate  IR&D  costs  to  Government  contracts 
except  to  prorate  the  cost  of  developing  a specific  product  to  the  sales  of  thet 
product,  and 

(4)  No  costs  of  current  IR&D  programs  are  allocated  to  Governasent  work 
except  to  prorate  the  costs  of  developing  a specific  product  to  the  sales  of  that 
produc.. 

When  deferred  costs  are  recognized,  the  contract  (except  firm  fixed-price  and 
fixed-price  with  escalation)  will  include  a specific  provision  setting  forth  the 
amount  of  deferred  IR&D  costs  that  are  allocable  to  the  contract.  The  negotia- 
tion memorandum  will  state  the  circumstances  pertaining  to  the  case  and  tho 
reason  for  accepting  the  deferred  costs. 
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SUMMARY  OF  RECENT  DIALOGUE  ON  IR&D 

While  it  might  have  appeared  that  there  was  consider- 
able activity  in  the  IR&D  area  in  the  1960s,  the  pace  of 
such  activity  has  increased  in  the  1970s.  The  GAO  has  con- 
ducted an  annual  review  of  DOD  implementation  as  well  as 
several  special  topic  reviews.  As  a consequence  of  a renewed 
challenge  to  IR&D  by  Senator  Proxmire,  the  GAO  has  underway 
an  in-depth  investigation  of  IR&D,  industry  formed  a tri- 
association  committee  on  IR&D  and  the  DOD  established 
another  DSB  Task  Group  to  oxamino  DOD  IR&D  Policy.  The  major 
events  since  the  passage  of  Section  203,  Public  Law  91-441 
are  summarized  below: 

Date  Event 

March  1971  GAO  Report,  "Feasibility  of  Treating  Con- 

tractor's IR&D  Costs  as  a Budget  Line  Item" 

April  1972  GAO  Report,  "Implementation  of  Section  203, 

Public  Law  91-441,  On  Payments  for  IR&D 
and  B&P  Costs" 


December  1972 

April  1973 
August  1973 
September  1973 
September  1973 
March  1974 

April  1974 


Report  of  the  Commission  on  Government  Pro- 
curement 

GAO  Report,  "Payments  for  IR&D  and  B&P  Costs" 

GAO  Letter  Report  on  IR&D  Data  Banks 

GAO  Letter  Report  on  Small  Contractor  Problems 

Senator  Proxmire  Amendment  to  Limit  IR&D 

Industry  Position  Paper  on  IR&D  and  B&P 
Efforts 

DDR&E  Statement  to  Congress 
X E-.1 


Date 


May  1974 


Event 


GAO  Report,  "DOD's  Implementation  of 
Section  203,  Public  Law  91-441,  Involving 
Contractor’s  IR&D" 


May  1974 


May  1974 


August  1974 


December  1974 


Admiral  Kickover  Statement  to  House  Sub- 
committee on  DOD  Appropriations 

Statement  of  Principles  for  DOD  Research 
and  Development 

GAO  Partial  Report,  "In-Depth  Into  Investi 
gat ion  IR&D  and  B&P  Programs" 

GAO  Report,  "IR&D  Allocations  Should  Not 
Absorb  Costs  of  Commercial  Development 
Work" 


February  1975  DDR&E  Statement  to  Congress 
February  1975  DSB  Task  Group  on  IR&D  Report 


Impending 


GAO  Final  Report,  "In-Depth  Investigation 
into  IR&D  and  B&P  Programs" 


Each  of  these  items  will  be  summarized  in  the  following 
paragraphs. 

E.l.  GAO  Report,  "Feasibility  of  Treating  Contractors 


IR&D  Costs  as  a Budget  Line  Item,"  March  1971  (Ref.  118)* 

The  GAO  conducted  this  review  in  response  to  a request 
by  Senator  Proxmire  for  GAO's  views  as  to  the  feasibility 
of  converting  contractors'  IR&D  to  a budget  line  item.  The 
GAO  concluded  that  a line  item  control  of  IR&D  payments  to 
major  defense  contractors  can  be  developed  using  estimates 
based  on  historical  data,  together  with  the  DOD's  estimate 


♦References  are  cited  in  the  List  of  References 


of  the  amount  of  research  and  development  and  procurement 
activity  to  be  contracted  in  a particular  year,  The  major 
contractors'  DO.D  share  of  IR&D  would  be  paid  directly  under 
special  contracts  rather  than  as  an  allocated  overhead 
charge.  However,  the  GAO  suggested  that  no  further  legisla- 
tive controls  be  placed  on  IR&D  until  the  effectiveness  of 
Section  203  of  Public  Law  91-441  was  determined. 

The  DOD  reply  took  exception  to  the  GAO  views  and 
challengod  the  depth  of  the  GAO  investigation.  The  DOD 
response  pointed  out  a number  ol'  possible  problem  areas.  The 
DOD's  basic  position  is  that  line  item  control  is  not  admin- 
istratively feasible. 

Senator  Proxmire  entered  the  report  in  the  Congressional 
Record.  He  again  asserted  that  IR&D  is  a back-door  boon- 
doggle and  that  stricter  controls  are  needed.  (Ref,  119) 
Representative  Gubser  took  exception  to  the  GAO  recommenda- 
tion and  asserted  that  it  was  not  feasible.  (Ref.  120) 

E . 2 . GAO  Report  "Implementation  of  Section  203,  Public  Law 
91-441,  on  Payments  for  IR&D  and  B&P  Costs,11  April  1972, 

(Ref.  125) 

This  was  the  first  yearly  review  of  DOD's  Implementation 
of  Section  203,  Public  Law  91-441  done  in  response  to  a 
request  from  Senator  Stennis.  It  was  recogni2ed  by  the  GAO 
reviewers  that  there  had  not  been  enough  time  elapse  to  pro- 
vide a meaningful  in-depth  review  and  the  GAO  concentrated 
its  efforts  on  a few  issues  which  arose  early  in 
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implementation,  The  GAO  pointed  out  that  the  language  of 
Section  203  was  not  clear  in  whether  the  requirement  for 
potential  military  relationship  determinations  applied  to 
all  IR&D  payments  or  just  those  associated  with  contractors 
who  negotiate  advance  agreements.  The  DOD  had  implemented 
the  latter  approach  because  of  the  administrative  difficulty 
of  doing  otherwise.  The  GAO  also  noted  that  the  law  failed 
to  provide  a criteria  for  determining  when  a project  has 
"a  potential  relationship  to  a military  function  or  opera- 
tion." The  third  area  discussed  was  DOD's  implementation  of 
the  $2  million  criteria  to  include  IR&D  and  B&P  costs 
rather  than  IR&D  or  B&P  costs.  The  GAO  supported  the  DOD's 
action.  The  GAO  concluded  that,  in  its  opinion,  the  DOD 
had  been  "reasonably  diligent"  in  its  implementation. 

Further,  in  submitting  this  report  to  Congress,  Senator 
McIntyre  complimented  the  DOD  for  doing  "a  commendable  job" 
of  implementing  the  statutory  requirements  of  Section  203. 
(Ref.  131) 

£.3.  Report  of  the  Commission  on  Government  Procurement, 
December  1972  (Ref.  1) 

The  Commission  was  not  able  to  arrive  at  a unanimous 
position  on  IR&D  and  in  the  end  had  a majority  recommendation 
and  two  dissenting  positions.  The  majority  recommendation 
is  summarized  below: 

1.  IR&D  and  B&P  expenditures  are  in  the  best  interest 

of  the  nation  to  promote  competition,  to  advance 

technology,  and  to  foster  economic  growth. 
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2.  Policy  should  recognisse  IR&D/B&P  efforts  as  neces- 
sary costs  of  doing  business  and  prdvide 

a.  Uniform  treatment,  Government -wide,  with 
exceptions  treated  by  the  Office  of  Federal  Procurement 
Policy 

b.  Contractor  cost  centers  with  50  percent  or  more 
fixed-price  government  contracts  and  sales  of  commercial 
products  and  services  should  have  IRfcD  and  BfcP  costs 
accepted  without  question  as  to  amount.  Reasonableness 
for  other  contractors  should  be  determined  by  the 
present  DOD  formula. 

c.  Contractor  cost  centers  with  over  50  percent 
cost  type  contracts  should  be  subject  to  an  agency 
relevancy  test.  No  relevancy  restriction  should  be 
applied  to  other  contractors. 

This  recommendation  was  supported  by  six  of  the  twelve  Com- 
missioners: 

Porkihs  McGuire,  Consultant  and  Corporate  Director 

Paul  W.  Bearaer,  Senior  Vice  President  and  Director, 
Valtec  Corporation 

Edward  J.  Gurney,  Senator,  Florida 

Richard  E.  Homer,  President  and  Director,  E.F.  Johnson 
Company 

Peter  D.  Joera,  Special  Assistant  to  the  President  of 
Weyerhauser  Corporation 

Arthur  F.  Sampson,  Acting  Administrator,  General 
Services  Administration. 

The  first  dissenting  position  agreed  with  the  major 
points  of  the  majority  recommendation  and  the  first  sub- 
paragraph  (1.,  2.  and  2a).  However,  the  other  two  subpara- 
graphs were  unacceptable.  The  thrust  of  the  subparagraphs 
added  by  the  supporters  of  dissention  position  #1  was  to 
retain  the  current  DOD  procedures  covering , I HMD  and  BfcP 
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costs  which  were*  Adopted  pursuant  to  Section  203  of  the  1971 
Military  Procurement  Authorization  Act.  However,  two  new 

i •«».-*  • j 

items  were  added.  First,  agency  procurement  authorization 
and  appropriation  requests  would  be  accomplished  by  an 
explanation  of  the  criteria  established  by  the  agency  head 
for  such  allowances.  Second,  the  government  should  obtain 
sufficient  access  to  contractors'  commercial  records  to 
enable  a determination  of  the  allowability  of  the  costB  (this 
item  relates  to  difficulties  the  GAO  encountered  obtaining 
such  access  at  one  contractor — see  Section  £.  14).  The 
first  dissenting  position  was  supported  by; 

Lawton  M.  Chiles,  Senator,  Florida; 

Frank  Horton,  Congressman,  New  York; 

Chet  Holifleld,  Congressman,  California; 

Elmer  Staats,  Comptroller  General  of  the  United  States; 

and 

James  E.  Webb,  Attorney  at  Law. 

The  second  dissenting  position  suggested  that  additional 
mechanisms  should  be  studied  to  try  to  find  a solution  to  the 
IRfcD  dilemma.  This  position  was  sponsored  by  Frank  Sanders, 
Under  Secretary  of  the  Navy,  and  supported  by  Commissioner 
Sampson  as  potential  long  term  solution. 

The  Commission  recommendations  have  been  staffed  by 
an  Executive  Branch  Committee  which  established  an  Executive 
Branch  position.  This  group  was  chaired  by  Mr.  Charles 
Deardorff,  OASD(IL).  The  proposed  Executive  Branch  position 
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is  currently  being  reviewed  by  the  General  Services  Admin 
iatration. 


['  It  Is  unlikely  this  effort  will  have  much  Impact  on  DOD 

| IRfcD  policy  since  most  of  the  Congressional /GAO  Commissioners 

f supported  a continuation  of  the  current  DOD  policy  with  minor 

I suggestions  for  change.  Additional  backup  information  is 

I included  in  Reference  132. 

| E.4.  GAO  Report,  "Payments  for  IRhP  and  BhP  Costs,  " 

| April  1073  (Ref.  123) 

This  was  the  second  annual  review  of  DOD  implementation 

i of  Section  203  of  Public  Law  91-441  in  response  to  a request 

i 

I from  Senator  Stennls.  Since  the  law  bad  been  in  effect  for 

i 

two  years  the  GAO  conducted  an  intensive  review.  The  GAO 
| noted  the  continuing  problems  with  the  vagueness  of  the 

| potential  military  relationship  requirement.  They  noted 

| several  positive  actions  taken  by  the  DOD  to  Implement  the 

provisions  of  Section  203.  However,  they  did  find  several 
areas  which  they  felt  needed  further  emphasis  by  senior  DOD 
| officials.  Accordingly  they  recommanded  that  the  DOD  should: 

I 

| - Insure  compliance  with  the  Intent  of  the  Armed 

Services  Procurement  Regulation  which  prohibits 
cost  sharing  within  the  ceiling, 

- Perform  after-the-fact  reviews  as  soon  as  possible 
after  the  contractor's  fiscal  year  ends  to  provide 
additional  data  for  subsequent  negotiations. 

1 - Issue  guidelines  to  the  Services  to  insure  more  con- 

I sistent  determinations  of  potential  military  relevancy. 


E-7 


s 


■i 

i 


)■ 

■1 

■ \ 

■j 

•■■i 


t 


h 


- Continue  to  emphasise  the  desirability  of  negotiating 
advance  agreements  either  prior  to  cost  incurrence 
or  early  in  the  contractor's  fiscal  year  and  to  seek 
alternative  means  of  solving  this  problem. 


- Establish  uniform  negotiation  procedures  and  policies 
for  negotiators  to  aid  in  the  consistent  and  equal 
treatment  of  contractors. 


- Establish  guidelines  that  uniformly  recognise,  during 
ceiling  negotiation,  the  technical  quality  of  con- 
tractors' IRfcD  programs  with  reward  or  penalty,  as 
appropriate. 


- Require  the  Services  to  maintain  negotiation  files 
which  record  the  rationale  and  show  the  dollar 
effect  of  the  factor  considered  in  establishing  the 
ceiling. 


The  DOD  generally  agreed  with  the  GAO  recommendations  (Ref. 


133)  and  acted  to  implement  them  by  issuing  guidance  on 


negotiations  and  PMR  determinations  (see  Refs.  76  and  86). 


The  primary  recommendation  to  the  Senate  Armed  Services 


Committee  was  that  no  changes  be  made  in  Srction  203,  Public 


Law  91-441  pending  further  study  of  the  area.  In  presenting 


the  GAO  findings  and  the  DOD's  annual  report  on  IRfcD  to  the 


Senate,  Senator  McIntyre  noted  that  the  DOD  had  made  "sub- 


stantial and  satisfactory  progress"  during  the  past  year  in 


further  implementing  the  provisions  of  Section  203.  (Ref.  134) 
E. 6.  GAO  Letter  Report,  IRfcD  Data  Banks,  August  1973,  (Ref. 


This  was  one  of  two  GAO  special  reports  on  IRfcD  issued 


in  1973.  The  GAO  report  questioned  the  need  for  two  IRfcD 


data  banks,  the  adequacy  of  use  to  justify  even  one  data 
bank,  and  the  appropriateness  of  current  data  bank  procedures 


since  they  seemed  to  lead  to  duplication  with  the  technical 


L 


plans.  The  DOD  responded  to  the  GAO  report  and  answered 
several  of  the  GAO  questions.  (Ref.  135)  The  DOD  Technical 
Evaluation  Group  was  also  tasked  to  evaluate  the  data  banks 
and  the  results  are  discussed  in  Section  3.3.7. 

E . 6 , GAO  Letter  Report,  "Small  Contractor  Problems  with 
DPC  90,”  September  1973  (Ref.  136) 

The  GAO  conducted  this  review  to  determine  if  there  were 
major  problems  in  the  handling  of  small  contractors  under 
the  new  cost  principles  which  provide , in  part,  that  small 
contractors  can  negotiate  advance  agreements  if  for  some 
reason  the  formula  does  not  provide  an  equitable  result.  In 
essence,  the  GAO  found  no  major  problems  in  this  area. 

E.7.  Senator  Proxmire  Amendment  to  Limit  IRftD  Recovery, 

24  September  1973  (Ref.  103) 

On  24  September  1973  Senator  Proxmire  introduced  an 
amendment  to  the  FT  75  DOR  Military  Procurement  Authoriza- 
tion Bill  which,  if  passed,  would  have  required  a 50  percent 
reduction  in  the  DOD's  reimbursement  of  IRltD,  B&P  and  OTE 
costs.  The  amendment  was  immediately  withdrawn  by  preagree- 
ment with  Senator  McIntyre;  the  Senators  had  agreed  to 
jointly  request  an  in-depth  GAO  investigation  of  the  basis 
for  I RfcD/B tP/ OTE  and  alternatives  to  the  current  policies 
and  procedures.  The  initial  target  date  for  completion  of 
the  study  was  1 April  1974. 
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Senator  Proxmire  in  his  comments  to  the  Senate  (Ref. 

103)  once  more  challenged  the  concept  of  IRfeD/B&P  but  in 
stronger  terms  than  in  the  past.  His  statement  includes 
the  following  comments:  a case  can  be  made  that  IRfcD  is  a 

backdoor  boondoggle  and  ought  to  be  eliminated  altogether; 

DOD  controls  have  not  been  effective  and  IRfcD  costs  continue 
to  rise,  both  in  dollar  amounts  and  as  a percentage  of 
defense  sales;  the  test  of  relevancy  Is  not  effective;  IRfcD 
amounts  to  a Pentagon  subsidy  for  major  defense  contractors 
and  has  been  used  to  prop  up  defense  contractors  whose  sales 
have  declined;  IRfcD  contributes  to  the  continued  dominance 
of  the  large  aerospace  firms;  the  Pentagon  has  not  demonstra- 
ted a willingness  or  capability  for  determining  whether  pro- 
posed IRfcD  work  is  ever  actually  performed  or  whether  such 
work  benefits  the  government;  the  government  receives  no 
license,  patent,  royalty  or  other  rights  in  any  inventions 
that  result  from  IRfcD  efforts  paid  for  with  taxpayers' 
money;  and  IRfcD  contributes  to  hidden  profits. 

Subsequently,  Senator  Proxraire's  staff  and  the  staff 
of  the  Armed  Services  Committee  prepared  a group  of  specific 
questions  to  be  addressed  by  the  GAO.  These  questions  were 
forwarded  to  the  GAO  by  letters  dated  8 October  1074.  The 
GAO  was  asked  to  do  a comprehensive  study  and  include  alterna 
tive  recommendations  , .so  that  the  Committee  will  have 
a choice  of  actions  which  may  be  adopted."  The  22  questions 
are  reproduced  as  Appendix  F.  The  response  was  originally 
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requested  by  1 April  1974,  However,  the  magnitude  of  the 
task  precluded  completion  by  that  time,  A partial  report 
on  the  in-depth  review  was  subsequently  published  In 
Augtist  1974  (See  Section  £.13)  and  as  of  15  April  1975  the 
final  report  has  still  not  been  published  but  is  expected  in 
mid- June  1975, 

In  response  to  the  challenge  to  IRAD,  industry  estab- 
lished a Tri-Association  (Aerospace  Industries  Association, 
National  Security  Industrial  Association,  and  Electronic 
Industries  Association)  Ad  Hoc  Committee  on  IltfcD  and  BAP. 
Their  primary  written  product  1b  discussed  In  the  next 
section.  DDRAF  hartered  a Defense  Science  Board  Task  Greup 
to  review  the  IRfcD  situation  and  advise  him  on  desirable 
changes  in  policy  and  procedures.  Their  report  is  discussed 
in  Section  E.16. 

In  essence,  most  IRfcD  activity  subsequent  to  this  event 
was  a reaction  to  Senator  Proxmire's  renewed  challenge, 

E.8,  Industry  Position  on  IR&D/B&P  (Refs.  115,  110,  and  117) 

The  Tri-Association  Ad  Hoc  Committee  on  IRfcD  and  BAP 
undertook  a major  effort  to  establish  an  industry  position 
and  to  sell  it  to  Congress.  The  position  and  backup  data  are 
reflected  in  three  documents  which  were  published  in  March 
1974.  These  were  "A  Position  Paper  on  IRfcD  and  BfcP,"  an 
"Executive  Summary"  thereof,  and  a volume  entitled  "Technical 
Papers  on  IRbD  and  BAP  Efforts."  These  documents  varied  in 


< 
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length  from  5 to  312  pages.  The  position  taken  by  Industry 

was  consistent  with  their  previous  positions.  Their  specific 

recommendations  are  summarized  below; 

"1.  The  requirement  for  potential  military  relation** 
ship  in  Public  Law  91-441  would  be  eliminated  as 
unworkable  .... 

2.  The  requirement  for  establishing  ceilings  on  IRU) 
and  B&P  should  be  eliminated  because  it  is  in  basic  con- 
flict with  stated  Government  objectives  to  encourage 
competition  and  maintain  a strong  industry  capability. 

3.  Line-items  should  not  be  established  in  any  agoncy 
budgets  for  funding  IR&D  and  B&P  costs  .... 

4.  A new  Government  agency  responsible  for  operational 
aspects  of  IR&D  and  B&P  should  not  be  established. 

Rather  all  government  agencies  should  follow  a common  * 
policy  .... 

5.  Congress,  in  the  national  Interest,  should  specif- 
ically express  positive  support  for  1R&D  and  B&P  and 
correct  the  current  motivation  to  continually  reduce 
this  effort. 

6.  In  considering  "alternative  methods"  of  funding  XR&p 
and  B&P,  it  should  be  remembered  that  IR&D  and  B&P 

are  indirect  business  expenses  and  should  be  fully 
reimbursed.  In  summary,  full  coat  recovery  of  IR&D  and 
B&P  would  place  the  U.S.  Government  on  an  equal  footing  , 
with  all  other  customers.  Anything  less  than  full 
reimbursement  of  these  costs,  in  effect,  is  a sub- 
sidization of  the  Government  by  American  industry." 

(Ref,  115,  pp.  33-34) 

This  is  as  strong  a statement  of  the  classical  industry 
position  as  one  is  likely  to  see.  Additional  background, 
rationale , and  discussion  is  given  in  the  other  parts  of  the 
Position  Paper. 
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The  "Technical  Papers"  volume  includes  six  papers: 


Economic  Considerations  Regarding  IR&D  and  B&P 
Expense 


- Alternate  Methods  of  IR&D  and  B&P  Cost  Reimbursement 


- Benefits  Derived  from  IR&D  Effort 


- Benefits  Derived  from  B&P  Efforts 


U.S.  and  Foreign  Nation  Support  of  Industrial 
Technical  Effort 


- Industry  Response  to  22  Proxmire — McIntyre  Questio  s. 


About  two-thirds  of  the  volume  is  devoted  to  the  discussion 


and  presentation  of  benefits  of  IR&D. 


E.9.  DDR&E  Statement  Before  the  Senate  Committee  on  Appro- 


priations, 5 April  1974.  (Ref.  107,  pp.  9-34  to  30) 


Dr.  Currie  in  his  prepared  statement  to  the  Senate 


Appropriations  Committee  took  a strong  position  in  support 


of  IR&D: 


"IR&D  is  an  essential  and  effective  means  to  provide 
the  United  States  with  a superior  technology  base 
to  meet  our  government's  requirements.  The  Congress 
is  strongly  urged  to  give  it  full  support." 


E . 10 . GAO  Report,  "POD  Implementation  of  Section  230,  Public 


Law  91-441  Involving  Contractors'  IR&D,"  1 May  1974  (Ref.  126) 


This  was  the  third  annual  GAO  report  on  the  DOD  implemen- 


tation of  Section  203  in  response  to  Senator  Stennls.  In 


commenting  on  the  DOD  implementation  the  GAO  noted,  the  new 


DOD  guidance  Issued  by  Dr.  Foster  and  Mr.  McCullough  on 
18  April  1973  (Ref.  76)  but  stated  that  it  was  too  early  to 


evaluate  its  effectiveness.  On  the  need  for  a uniform 
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government-wide  policy  GAO  contacted  DOD,  NASA,  AEC,  DOT, 

HEW,  HUD  and  EPA  and  found  no  unanimity  on  the  need  for  a 
uniform  government-wide  policy  nor  the  desirability  of 
adopting  DOD  policy  for  government-wide  use.  The  GAO  recom- 
mended that  no  change  be  made  to  Section  203  until  completion 
of  their  in-depth  investigation. 

E,  11.  Admiral  Kickover  Testimony  before  House  Subcommittee 
on  DOD,  May  1974  (Ref.  .104) 

In  his  testimony  Admiral  Kickover  identified  four 
"obvious  and  serious  problems"  in  the  way  DOD  is  doing  IR&D 
business: 

- DOD  neither  directs  nor  controls  the  contractor's 
R&D  work  being  performed, 

- DOD  has  no  way  to  eliminate  duplication,  or  to 
determine  if  the  benefits  obtained  by  DOD  are  worth 
the  costs  incurred, 

- The  Government  has  no  rights  in  technical  data  or 
in  patents  derived  from  the  work  though  it  is 
primarily  financed  with  public  funds,  and 

- Much  necessary  and  legitimate  research  and  develop- 
ment work  for  weapons  is  being  deferred  by  the  Depart- 
ment of  Defense  for  lack  of  funds.  Yet  the  Depart- 
ment spends  many  hundreds  of  millions  of  dollars  a 
year  on  contractors'  pet  projects  which  may  not  prove 
beneficial  to  the  milTFary. 

He  also  made  the  following  assertions: 

- DOD  technical  reviews  are  superficial  and  the 
Departments  interpretation  of  what  projects  have  a 
potential  relationship  is  quite  liberal. 

- The  DOD  would  get  more  for  its  money  by  direct  con- 
tracting rather  than  reimbursing  IK&D. 


- AEC  has  managed  just  fine  without  the  liberal  IR&D 
policies  of  the  DOD,  and 

IR&D  is  a subsidy  given  without  going  through  the 
normal  procoss  of  obtaining  Congressional  approval. 

Thils,  Admiral  Kickover's  position  is  very  similar  to  Senator 

Proxmire's  feelings. 

When  asked  what  he  would  recommend  with  respect  to  IR&D 

Admiral  Rickover  gave  the  following  response: 

"First,  Department  of  Defense  payments  for  independent 
research  and  development  and  bid  and  proposal  expense 
should  be  drastically  reduced.  The  Department  of 
Defense  cannot  afford  to  spend  $787  million  to  $1 
billion  a year  for  this  work  when  sufficient  funds 
are  not  available  to  fund  its  owh  research  and  develop- 
ment projects. 

Second,  the  Department  of  Defense,  like  the  Atomic 
Energy  Commission,  should  allow  costs  of  Independent 
research  and  development  projects  only  to  tho  extent 
those  projects  provide  a direct  benefit  to  the 
military. 

Third,  the  Department  of  Defense  should  receive,  for 
the  Government,  patent  and  data  rights  commensurate 
with  its  contribution  to  the  costs  incurred  on 
independent  research  and  development  projects.  Again, 
the  AEC  has  a system  which  does  give  the  Government 
rights  to  technical  data  and  license  for  patents  com- 
mensurate with  the  Atomic.  Energy  Commission's 
investment  in  the  work. 

Fourth,  in  cases  Where  independent  research  and 
development  projects  are  deemed  to  have  sufficient 
benefits  to  warrant  the  cost,  the  Defense  Department 
should  finance  the  work  by  direct  contract  rather 
than  through  IR&D,  so  that  the  responsible  Government 
officials  can  exercise  technical  supervision  of  the 
work,  and  so  that  the  United  States  can  retain  appropri- 
ate rights  to  resulting  technical  data,  inventions,  and 
patents."  (Ref,  104,  p.  123) 
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Thus,  what  might  have  appeared  to  be  a uniform  DOD  front  on 
j[R&D  was  broken  with  Admiral  Rickover's  blunt  criticism 
of  DOD  IR&D  management. 

E.  12.  Statement  of  Principles  for  DOD  Research  and  Develop- 
ment , May  1974  (Ref.  110) 

Dr.  Currie  and  his  three  service  counterparts,  the 

Assistant  Secretaries  for  R&D,  signed  a Statement  of 

Principles  for  DOD  Research  and  Development  in  May  1974  which 

includes  the  following  section: 

"Independent  Research  and  Development.  A strongly 
supported  IR&D  program  is  essential.  It  must  be  well 
directed,  mostly  by  industry,  and  the  benefits  must  be 
clearly  visible." 

E.  13.  GAO  Partial  Report,  "In-Depth  Investigation  into 


I R&D  and  B8tP  Programs,"  August  1974  (Ref.  95) 

This  was  the  first  product  of  the  GAO  in-depth  investi- 
gation into  IR&D.  It  included  answers  to  nine  of  the  first 
ten  Congressional  questions.  Thus,  in  this  report  the  GAO 

- analyzed  and  reconsidered  the  costs  of  IR&D  and  B&P 
programs  as  reported  by  DOD  for  the  years  1968 
through  1973  (Questions  1 to  5,  Appendix  F) 

- explored  the  availability  of  information  on  the 
costs  of  administering  the  programs  (Question  6) 

- Considered  whether  certain  costs  (directed  toward 
new  business,  promotional  and  nontechnical  services, 
etc.)  are  allowed  and  reimbursed  as  IR&D  and  B&P 
under  DQD's  regulations  (Questions  8 and  9),  and 

Evaluated  the  procedures  implemented  by  DOD  for  con- 
tractors not  meeting  the  $2  million  threshold 
prescribed  by  Section  203  for  advance  agreements  and 
technical  evaluations  (Question  10) . 
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B . 14 . GAO  Report,  "IR&D  Allocations  Shpuld  Hot  Absorb 


Costs  of  Commercial  Development  Work,"  December  1974  (Ref.  137) 

In  this  report  the  GAO  quest ipns  the  DOD's  acceptance 

of  $87  million  of  JT  9D  development  costs  as  IR&D  from  196$ 

through  1973  because  the  development  was  sponsored  by,  or 

required  in  performance  of,  contracts  with  commercial  customers 

The  GAO  recommended  that  the  DOD 

~ provide  specific  guidance  to  Government  review  teams 
and  the  Defense  Contract  Audit  Agency  to  insure  that 
technical  effort  allowed  as  IR&D  is  not  sponsored 
by,  or  required  in  the  performance  of,  commercial 
contracts  and 

- expedite  action  under  consideration  to  require  that 
IR&D  agreements  specifically  authorize  access  to 
contractors’  commercial  records  for  determining 
whether  IR&D  costs  are  allowable. 

In  its  reply  the  DOD  basically  agreed  with  the  GAO 

interpretation  of  the  current  ASPR  but  argued  that 

"the  Navy’s  advance  agreements  with  Pratt  and  Whitnmy 
for  the  years  in  question  were  sound  business 
transactions  and  were  clearly  in  the  Government's 
best  interest.',’  (Ref.  138,  p.  2) 

Regarding  the  desirability  of  additional  guidance  and  access 

in  some  cases  to  contractors'  commercial  records,  the  DOD 

reply  notes  the  practical  difficulty  of  making  determinations 

in  this  area  but  states  that  the  DOD  is 

"considering  the  feasibility  of  requiring  contractors 
to  whom  advance  IR&D  agreements  are  negotiated  to 
certify  that  costs  incurred  for  IR&D  projects  sponsored 
by  or  required  in  the  performance  of  a contract  or 
other  arrangement  will  not  be  allocated  to  DOD  contracts." 
(Ref.  138,  p,  3) 


E.  15,  DDR&E  Statement  Before  the  House  Armed  Services 


Committee , 21  February  1975  (Ref,  108) 

Dr,  Currie  once  again  directly  addressed  IR&D  in  a 
major  statement.  He  provided  rationale  for  DOD  support  of 
IR&D  and  responded  to  charges  that  IR&D  is  a subsidy  and  not 
attuned  to  DOD  needs,  Finally,  he  again  solicited  Congres- 
sional support  for  IR&D, 

E.  16.  Defense  Science  Board  IR&D  Task  Force  Report, 

February  1975  (Ref.  105) 

The  Defense  Science  Board  Task  Force  on  IR&D  was 
chartered  in  April  1974  to: 

1.  Identify  the  various  objectives  and  uses  of  IR&D/B&P, 

2.  Identify  alternative  means  for  satisfying  these 
objectives,  and 

3.  Set  forth  and  assess  the  pros  and  cons  of  various 
alternatives  and  recommend  possible  modus  operand!. 

A criteria  in  forming  the  Task  Force  was  that  members  not  be 

associated  with  the  segment  of  industry  which  benefits  most 

from  IR&D,  Accordingly  the  members  were  largely  from  the 

academic  or  non-aerospace  sectors: 

Dr . Gerald  Tape  (Chairman) 

President,  Associated  Universities,  Inc. 

Dr.  Walter  Roberts 

President,  University  Corporation  for  Atmospheric 
Research 

Dr.  Robert  Loewy 

Vice  President  and  Provost 

Rensselaer  Polytechnic  Inst. 
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Dr.  Oswald  Villaro 
Senior  Scientific  Adviser 
Stanford  Research  Institute 

Dr.  John  Baldeschwieler 

Chairman,  Division  of  Chemistry  and  Chemical  Engineering 
California  Institute  of  Technology 

Dr,  Joseph  Charyk 

President,  Communications  Satellite  Corporation 

Mr.  Robert  Everett 
President,  MITRE  Corp. 

Dr.  Raymond  Bispllnghoff 
Chancellor,  University  of  Missouri 

Lt  Gen  Austin  Betts,  USA  (Ref.) 

Vice  President  for  Operations 
Southwest  Research  Institute 

Lt  Gen  Robert  E.  Coffin,  USA  (Ret.) 

Government  Representative: 

Mr.  James  W.  Roach,  ODDR&E 

This  group  coined  a new  acronym  to  describe  IR&D  and 
B&P-Competitive  Technical  Effort  (CTE) -which  is  reminiscent 
of  CITE  from  the  raid- 1900s.  The  Task  Force  supported  the 
concept  of  IR&D/B&P  and  recovery  through  overhead  and 
offered  the  following  recommendations: 

- DOD  reimburse,  through  overhead,  defense  contractors 
for  CTE  in  the  amount  considered  necessary  to  main- 
tain a truly  competitive  environment  among  DOD’s 
industrial  sources  of  supply. 

- The  amount  of  CTE  authorized  be  determined  to  the 
greatest  extent  possible  automatically  on  the  basis 
of  commercial  market  place  experience  or  negotiated 
on  the  basis  of  simple  formula  and  guidelines, 
changeable  by  DOD  periodically  as  conditions  dictate. 

The  DOD  IR&D  Policy  Council  determine  the  level  of 
CTE  reimbursement  by  setting  CTE  policy,  establishing 
the  CTE  formula  and  guidelines,  and  reviewing  CTE 
goals  and  results  at  regular  intervals. 


- The  DOD  not  attempt  to  manage,  direct,  or  require 
prior  approval  of  the  substance  of  CTE  programs. 
Continue,  however,  technical  exchanges  for  the 
benefit  of  contractor  and  DOD, 

- There  be  no  test  of  relevancy  applied  to  CTE.  If 
relevancy  tests  must  be  applied,  they  should  be 
tests  for  government-wide  benefits. 

- DOD  promote  the  use  of  inter-agency  coordinated  CTE 
policy  and  procedures  to  the  extent  other  agencies 
depend  on  competitive  sources  of  supply  in  the  way 
DOD  does,  but  not  to  create  a central  agency  for 
CTE  administration. 

These  recommendations  are  not  particularly  precise  in  state- 
ment but  their  intent  is  clear.  The  DOD  should  once  again 
advocate  cost  principles  similar  to  the  February  1969  cost 
principles  which  make  IR&D  CWAS  applicable  (remove  cost  con- 
trols from  most  contractors)  and  greatly  reduce  the  technical 
evaluation  activity.  No  benefit/cost  analysis  is  presented 
to  show  what  t.he  DOD  gains  from  the  recommended  course  of 
action,  Hence,  it  is  not  clear  what  is  new  in  1975  (vice 
1969)  that  will  make  the  suggested  changes  palatable  to  the 
Congress . 

E.  17 • Other  Inputs  to  the  Dialogue 

There  have  been  many  additional  inputs  to  the  IR&D 
dialogue  which  were  not  highlighted  in  the  above  paragraphs. 

A few  of  these  are  summarized  here: 

In  September  1073  General  George  S.  Brown  (then  Chief 
of  Staff  of  the  Air  Force  and  a past  Commander,  Air  Force 
Systems  Command)  made  the  following  comments  relative  to  IR&D: 
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"Some  contractors  expect  the  Department  of  Defense  to 
participate  in  and  absorb  costs  f6r  a constant  or 
increasing  level  of  IRfcD  even  though  their  business 
base  may  be  decreasing,  This  is  unreallstio.  We 
understand  the  need  for  and  the  value  of  IRfcD  programs, 
and  we  are  willing  to  pay  our  fair  share.  Kit  con- 
tractor management  must  evaluate  and  reassess  the  worth 
of  these  projects,  and  make  absolutely  sure  that  the 
company  is  judicious  in  the  use  of  IRfcD  money.  What  we 
can  afford  under  current  conditions  is  a far  cry  from 
what  we'd  all  like  to  see  done  in  this  area."  (Ref.  Ill, 
P.  6) 

Lt  General  William  Evans,  Air  Force  Deputy  Chief  of 

Staff  for  RftD,  in  testimony  to  the  House  DOD  Appropriations 

Subcommittee  said  the  Air  Force 

" . .firmly  endorses  the  concept  of  IRfcD  and  believes 

that  the  use  of  these  funds  are  more  broadly  effective 
than  if  they  were  constrained  to  specified  research  and 
development.  Such  a system  would  require  the  establish- 
ment of  an  extensive  and  expensive  reporting,  administra- 
tive and  audit  system  for  handling  the  program.  There 
is  no  efficient  way  to  allocate  a fixed  dollar  figure 
among  the  numerous  and  various  size  contractors  nor  is 
there  a feasible  method  to  establish  an  amount  in  the 
budget  for  such  specified  efforts." 

Such  work,  he  went  on,  '.would  tend  to  become  directod 
R&D  with  the  consequent  loss  of  creative  input  from  an 
otherwise  unavailable  broad  base  of  technical  profes- 
sionals throughout  the  country.  The  Air  Force  cannot 
always  know  the  exact  areas  to  explore  and  act  as  the 
sole  Judge  of  embryonic  concepts, ' 

Ho  also  cited  IRltD  as  being  a relatively  uncomplicated 
process  administratively  and  therefox*e  effective  for  per- 
forming numerous  essential  RfcD  tasks  too  small  to  be 
performed  economically  by  contracting."  (Ref.  113, 
p.  A 10) 

At  the  technologist  level  the  Commander  of  the  Air  Force 
Flight  Dynamics  Laboratory  (Col  Charlss  Soolatti)  documented 
his  feelings  about  IRfcD  and  included  the  following  observa- 
tions in  his  overall  assessment. 
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- Contractor  IRfcD  is  making  a big  impact  on  technology 
for  weapon  systems, 

- Because  of  the  improvements  in  on-site  evaluations, 
documentation,  IRfcD  management,  etc.,  the  IRfcD  program 
la  now  tho  major  contributor  of  systems  technology, 

- Present  and  future  weapon  systems  are  now  dependent 
on  IRfcD  contributions. 

- IRfcD  program  results  are  not  sufficiently  publicized 
or  credited, 

- The  IRfcD  programs  are  evaluated  with  more  scrutiny, 
technical  expertise  and  depth  than  any  other  RfcD 
element,  and 

- Duplication  has  been  reduced  to  a minimum.  Unwarranted 
duplication  has  been  eliminated  (Ref.  114,  pp.  3-5) 


E-22 


APPENDIX  F 


CONGRESSIONAL  QUESTIONS 
FOR  GAO  IN-DEPTH  INVESTIGATION 


« 


V 


I 


I.  Th*  DCAA  audita  oX  hUR  coet*  sliew 
(bat  iha  rail*  of  IUO 
tecrekwd  from  *,73% 


1»7J.  >vnat  account*  (or 


as 

r that  III 
irt  a il(t 


d*t»n»*  atlea 

It  la 


aiiin  - 

tocreae*?  What 


la  tha  rationale  to  aupport  a high  level  o t aon- 
iractor  I had  expenditure*  ma  la  uu  lac* 
( declining  detain*  *i 
I.  Reconcile  th*  a| 


• t declining  detain*  aatra? 

apparent  Inconitotanctei 
kb  enpenw*  (root  IMl  to 
art,  re- 


in Ilia  Agur**  lor  Hub  enpenw*  (root  IMl  to 
lift  between  pour  April  it,  I *13,  report,  re- 

Kta  by  th*  DCAA,  and  th*  figure*  firth  bf 
D to  th*  ornate  Armed  K#  nr  ice*  ComthiUe* 
o*  printed  In  th*  commit!**  report  o t Sep- 
l*mber  d,  1173, 

I.  tn  tu  report  to  Congr***,  th*  DOD  In- 
clude* on  Amount  lor  “oth*r  technical  «(• 
fort  (OTEj-  in  It*  HUD  figure*,  What  ar* 
th*  audit  eubatantlated  amount*  tor  OTE  for 
tha  year*  10M  to  Iha  prerent?  Why  are  then# 
amount*  not  Included  In  the  DCAA  audit  re- 
port? l)o  the  name  mica  apply  foe  OTE  it  tor 
IltAD  and  Did  and  rroironal  Coats? 

4,  Tlia  DCAA  audit  report  of  HUD  chvero 
only  thru*  detail**  tan tr a* tan  wlUt  "an  anr 
rnial  auditable  vatuma  at  amla  tneurrtd  at 
aid  oilHmu  or  more  and  ofnrr  coniracinra 
who,  although  not  mealing  tit*  aimiiablt 
relume  criteria,  rniuiml  t.ouO  or  mor*  mad- 
hour*  of  DCAA'a  dir*'  v audit  eireel  per  year." 
What  don  tha  term  "nmlltahir  volume"  g“ 
«**ta  llicurrrd  me, ill?  What  U III*  dlltrr*n« 


total 


between  auditable  eolumo  nt  coat*  and  toti 
ttatann*  sale*  (invIuduiR  both  prm»  con- 
tra* to  and  defene*  stitn.'oiilrlu'ln)?  What  M 


your  «*tlmalo  ol  total  IltAD  imlucfmp  ro*» 
treater*  that  Up  nut  meet  tit*  criteria  of  (It 
million  of  annual  auintaUI*  routu  Incurred 
and  4,000  nnmhoura  of  defenre  audit  elthrt? 

4.  Tlio  Itt.'-D  lliiurr.i  reporlrd  to  PoiifircM 
nr*  bored  cn  n DCAA  otiiu-tie.n  report  cover- 
ing ff  defend#  contractor*,  Tli*  lop  71  d*« 
tana*  eonirantor*  account  for  only  M'l  #1 
d*f«na*  prim*  contract),  kow  much  addi- 
tional HtAD  coeti  are  reimburi  ed  hy  the  DOD 
to  dlvleloiu,  contracture,  and  uibcontracion 
not  covrrtd  in  the  DCAA  report? 

d.  What  U th*  tutu)  in-houie  eoet  of  ad- 
inUdUttrlng  th*  IltAD  program— Ihelud*  1M 
amt  of  raeiowlng  contractor  prdpoaslt,  MS 
MgotUtloii  team*,  technical  review  efbe4*, 
admlnlitratlon  of  dltputt*,  *t«.?  What  am 
Mi*  comparable  cotta  for  Arc? 

t»  What  problem*  ar*  eaceuntrred  by 
•ad  AKC  contracting  ofilctri  and  Delink 
project  p#rtonn«l  In  evaluating  and  nagotlat- 
Pit  HUiD  propeikla? 

I.  Do**  DOD  pay  contractor*’  eoeli  fort 
tat  r* worth  and  development  project*  pr|* 
■tartly  of  a promotional  uatur*.  nidi  a*  p*M- 
oota  dIrMtod  toward  th*  development  #f  am* 
bo  tinea*  or  project*  connected  with  pup  mil* 
(Mr  m w buiiuiiit 

. (b)  Mudlte  or  project*  Which  am  udi*r- 
(ak*n,  in  whole  or  in  part,  for  other  custom- 

•mi  and 

(«J  project*  which  r*pr*a»nt  unwarrantad 
duplication  of  other  reward*  and  develop- 
ment workipooaowd  by  mo  POD. 

Olt*  enamplm  U any  aueh  mat*  are  paid. 


Mid  had  Rropoaal  emta  paid  by  (ho 
DOD  Inctud*  aegoklAitng  and  promotional 
'“-‘i.artho  coat  of  ealeunen.  reprctenUttoe* 
till  Who  do  nut  btovldr  toehhlcni  *tre- 
i connection  with  bid*  or  proposal*? 
uhU*  Law  01-441,  oection  003,  pro- 
roptJated  ftinda  may  not  ha 
‘ unleta  the  decretory  of  De- 
i that  the  1IUD  hoe  poten- 
eo.  However,  it  appear*  that 
not  technically  review  I RAD 
M where  It  to  charged  i*w 
i a year,  what  la  your  evaiua- 
quacy  of  th*  DOD  * teohiiloal 
atuh  program*?  Of  th*  (700  mil- 
HAD  expentea  in  1073,  how  much 
tractor*  under  th*  oa  minion 
I to  th*  Comptroller  Oencral’a 
bdlcgeilty  of  (Ml)  paymenta 
kbwuc*  ol  any  lauhnlcal  review 
military  vatu*?  Would  It  bo 
r thi  technical  review  threat)- 
Atklilion? 

rctpecl  to  flifcD  propoaal*  where 
■ eapecled  to  pay  In  caccm  ol  M 
* year,  evaluate  th*  adequacy  of 
wa  supporting  data  both  with 
ItmaUd  tMi  and  technical  Jua- 
j-Jite*  argot  la  ted  ddvantb  agree- 
IltAD  arc  of  ncrcwlty  col*  aourto 
ml  do  conlractor  eubmlMlow* 
[th  tha  require thciitc  of  tH*  Truth- 
Uofic  Act— that  to  doe*  tha  eon- 
*,  to  provide  detailed  coat  ar 
h e |ipport  of  hie  mtlrhatm  and 
„ „ .Heir  accuracy,  eurtaiitnew  ami 
tlheea?  If  not.  Why  hot? 

utch  of  lit*  year*  tMO  through 
...  „ My  what  apeclll*  development* 
**»  Mali  glad*  by  each  of  th*  top  31  de- 
1 ebbtr^ctor^aUlh  reap**!  to  amount  of 


% 

U»i 


.K&Ctt.  project,  Identify 
that  patent  application*  haw  been  mad* 
d Wivat  piiietita  Ivued  during  thi*  period 
them  hip  3}  contractor*  aa  a result  of 
UtAD  pruiiram*  that  have  been  euU  ifiir.cd 
by  ill*  DOD,  IdeiUity  wliat  Income  *iicti  pom- 
piny  received  from  thei,*  paten  u or  from 
prlnr  pa(riii*  developed  under  Ituo  and 
determine  whether  or  lint  ilila  imomt  lim 
been  credited  to  the  DOD  In  prnpnuion  to 
lie  Dhanml  ehpprtrt  of  the  project. 

II,  Pen  the  HOD  waive  detailed  terlv- 
hal  re  pane  or  other  technical  data  rei-ard- 
hg  udntnlnuy  developed  under  UUiiD  pro- 
gronte  au  tliat  this  Infurmallon  la  conMUered 
in  tli*  development  of  weapon*  prouraitvt? 

U.  Doe*  the  DOD  conduct  review*  to  eval- 
uate tli*  rcatilia  of  (HAD  error  It  by  It*  con- 
tractor*? What  do  auch  review*,  if  any,  rlmw? 


r. 


F-l 


16.  Apparently  UUiD  amounts  ar*  accepted 
(U  under  «S  million  n year)  or  netroUoted 
(U  orer  ?3  million  o year)  booed  primarily 
on  historical  rattior  expenditure*.  Moreover, 
tlie  BOO  pay*  the  meet  (RAD  to  the  largest 
defense  contractors.  What  safeguard*  art  Id 
effaei  to  oireet  the  competitive  advent*** 
thl*  five*  lari*,  established  Arm*  In  relation 
to  n*»  Arm*  trying  to  enter  del  true  busl- 
oeae  and  particularly  emnll  Arms?  What 
tale  guard*  are  In  effect  to  prevent  defense 
contractor*  from  exploiting  Invention!  de* 
veloped  primarily  at  public  expenae  under 
XJUiD  to  competition  with  other  Arm*  for 
son-defense  business?  fihould  safeguard*  be 
established  In  each  of  the  aforementioned 
lastaacee  1/  they  are  not  norr  In  effect'? 

Id,  Since  the  Dob  accept*  IltAD  a*  a gen- 
eral overhead  eoat  and  the  A EC  Inate  «d  relm- 
buraee  only  1IU.D  ea*ta,  which  are  ehovrn  to 
he  of  direct  or  Indirect  benefit  to  specific 
contract*,  and  slue*  both  agencies  ore  In- 
volved extensively  tn  research  and  develop- 
ment work,  what,  U any,  dlfTereneee  exist  in 
tha  nature  of  the  work  or  the  circumstance* 
under  which  It  I*  performed  that  would  just- 
ify the  continued  acceptance  of  IRAQ  coele 
by  the  DOD? 

IT.  What  la  tlte  praeltcebllUy  of  complete- 
ly eliminating  Department  of  Definite  pay- 
ment* to  contractor*  for  IRAQ  and  BAP  a* 
allowable  coat*  under  Department  of  Defense 
••Atmcuf 

II.  lame  e*  prevkme  question,  except  estab- 
lishing a separate  program  In  each  of  the 
RDTAS  appropriation*  for  ICtAD  end  BAP 
with  an  amount  of  fund*  to  he  distributed 
directly,  by  contract  or  grant.  to  Industry. 
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th*  *am«  criteria  presently  used  under  the 
existing  procedur**. 

11,  What  It  the  practicability  of  a combina- 
tion of  tho  present  lystem,  with  an  eetab- 
llslied  dollar  celling  eubetantlalty  lower  than 
the  tw  million  level,  and  a wparate,  direct ly 
flnanoed  prourem  at  dcecrlbed  under  tlia 
previous  question? 

#0,  What  la  tlie  practicability  of  the  con- 
tinuation of  th*  present  system  but  baaed 
upon  a dellar  ceiling  which  Is  reduced  Id 
percent  each  year  with  an  equal  Increase 
In  the  directly  financed  program  described 
under  question  Id  above? 

•I,  What  Is  th*  praatleabUlty  ex  welt  as 
the  desirability  of  establishing  a separate 
celling  for  1RAD  ea  distinguished  from  TAP 
U the  decision  I*  made  to  esltbllth  a total 
•elltng  In  law? 

88.  What  U tha  practicability  h well  as 
tha  desirability  of  establishing  an  Independ- 
ent government  erteney  which  will  be  respon- 
sible for  the  ntAD  program  on  a govern* 

ment-wld*  baale,  *s  eppaavd  to  the  pvvaent 
iparat*  dgerwy  boat*? 
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Roan,  J.  C.,  Jr.,  (Major,  USAF) , "Contractor  Indepen- 
dent Technical  Effort:  Boon  6r  Boondoggle?"  Research  Study, 
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Directorate  of  Procurement  Policy,  "Rights  in  Technical 
Data  for  Advanced  Prototype  Projects,"  Headquarters,  USAF, 
Washington,  DC,  April  1972,  60  pp. 
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Morris,  Thomas  (ASD(XL)),  etal,  "Rights  in  Technical 
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in  Technical  and  Other  Data  and  Copyrights, " 14  May  1904. 

Other 
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